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The Consumer and Madison Avenue 


Harry G. JOHNSON 


Professor of Economics, University of Chicago 


THE TITLE of this article has the reflex- 


ive quality of itself illustrating one as- 


pect of the problem with which the 
article is concerned. In the first place, 
the title was not chosen by myself but 


was suggested by a senior professor of 


economics who is presumably more ex- 
pert than I in the mass marketing of 
economic wares. In the second place, 
by linking two interesting but ill- 
defined stereotypes together with the 
weak conjunction “and,” the title ex- 
cites the reader’s interest in my product 
without giving him any clear idea of 
its probable characteristics. In both 
respects, the title epitomizes the per- 
vasive and subtly corrupting influence 
of the hucksters on the American way 
of life. This is an influence to which, 
as a recent immigrant, I am perhaps 
exceptionally sensitive, and whose ram- 
ifications could easily occupy another 
article; but I shall not pursue that 
aspect of the subject further. 


A; 


A topic of current and growing in- 
terest among economists is the econom- 
ics of what J. K. Galbraith calls the 
Affluent Society, and what W. W. 
Rostow terms the final stage of eco- 


nomic development, the era of high 
mass-consumption: more simply and 
recognizably, the economics of the 
United States today. The distinguish- 
ing features of the affluent, high-con- 
sumption American economy as an 
object of analysis meriting special 
treatment are: on the production side, 
the corporate form of business enter- 
prise as an instrument for institutional- 
izing the accumulation of capital and 
the development and practical applica- 
tion of technical progress; and on the 
consumption side, the affluent con- 


“sumer, whose standard of living is 


already high above anything that can 
be related to basic needs for food, 
clothing, and shelter, and is being con- 
tinuously raised still higher through the 
creation and satisfaction of new and 
more demanding wants. The link be- 
tween the two sides, and the institu- 
tional embodiment of the process of 
want-creation which drives the system 
on to ever greater heights of produc- 
tion and consumption, is the range of 
activities broadly describable as “ad- 
vertising,” and symbolized in the con- 
cept of “Madison Avenue.” 

Both distinguishing features of the 
age of opulence —as I prefer to call it, 


[3] 


4 CURRENT ECONOMIC COMMENT | 
i, ah ht ths 
| 


in deference to Adam Smith — are 
widely at variance with the concepts 
used in economic analysis for explain- 
ing the functioning of the economic 
system. The problems of the modern 
corporation resemble only remotely the 
problems of the Marshallian entre- 
preneur, or firm, combining factors of 
production in a given process to turn 
out a given product in competition 
with similar firms, and doomed by 
Victorian family dynamics to return 
to shirt-sleeves in three generations. 
The affluent consumer, whose tastes 
evolve and whose purchases swell under 
the mentorship of Madison Avenue, 
bears still relationship to the 
solitary immortal the consistency of 
whose preferences is the foundation of 
both positive and normative economics. 
Both features, if considered at all seri- 
ously, raise grave doubts as to the 
validity and usefulness of the econo- 
mist’s picture of the economic world; 
but the second, the affluent consumer, 
poses by far the more fundamental 
problem for the economist, by calling 
into question the very foundations of 
what economics has to say about eco- 
nomic policy. And it is the license to 
argue authoritatively about important 
issues of public policy, rather than the 
power to discover interesting facts, 
which has historically provided the 
study of economics with most of its sex 
appeal. 

The question of the relevance, or 
rather the assertion of the irrelevance, 
of economics in the age of opulence has 
been put most strongly by Galbraith in 
his recent book, The Affluent Society. 


less 


*Boston: Houghton Mifflin, 1958. 


Galbraith argues, with some injustice: 
to the inventor of the Engel curve and| 
also to those pre-national-income-ap-: 
proach textbook writers who habitually 
threw in a discussion of the hierarchy’ 
of wants, that economists have man-: 
aged to blind their eyes to the obvious: 
fact that as income rises less urgent: 
wants are satisfied, so that marginal 
production becomes decreasingly im-. 
portant. Going further, he argues that 
the wants which are satisfied by in- 
themselves 
increasingly created by the increase in 
production itself, through the passive 
social process of emulation and envy of 
one’s neighbors, and the active com- 
mercial process of creation and stimu- 
lation of wants through advertising 
and salesmanship — processes which he 
lumps together in the concept of “the 
dependence effect.” Finally, by regard- 
ing the production which satisfies such 
contrived wants as marginal, he reaches 
the conclusion that “the marginal util- 
ity of present aggregate output, ex ad- 
vertising and salesmanship, is zero” 
(p. 160). Thus he apparently cuts the 
ground from under the “conventional 
wisdom” of economics, according to 
which extra production is useful be- 
cause it satisfies wants. 

The last part of Galbraith’s argu- 
ment is, of course, sheer semantic chi- 
canery: one might with equal logic 
argue that the marginal utility of in- 
come is negative to a man who sup- 
ports an administration which spends 
some of his tax payments on purpose: 
of which he disapproves or to one whc 
reduces his life expectation by heavy 
smoking. But the thesis which the lit. 
erary legerdemain is intended to dram. 


creasing production are 


- 

_atize undoubtedly has substance, and 
deserves serious attention. This thesis 
‘is most conveniently considered in 
terms of its two separate parts, since 
these raise questions of a rather differ- 
ent order. The insistence that, as in- 
come rises, the wants which are satisfied 
are less and less urgent, so that the 
production which satisfies them is of 
decreasing significance, raises the ques- 
tion of the importance of economics as 
the science which studies the want- 
satisfying system, and of the econo- 
mists who are its practitioners, in the 
age of opulence. The contention that 
increasingly the wants which are satis- 
fied are themselves created in the 
process of generating the production 
which satisfies them, with its implica- 
tion that little or no “genuine” increase 
in satisfaction results, raises the more 
fundamental question of the validity of 
economic science itself, in both its pos- 
itive and its normative aspects. 

Before discussing these questions, I 
should like to make a general point 
which is obvious enough but easily 
overlooked. This is that the logical 
force and shocking power of Galbraith’s 
argument derives from the challenge it 
offers to the classical liberal framework 
of economic analysis, a framework built 
on the foundations of the principle of 
consumers’ sovereignty; and that the 
liberal framework is not one which all 
economists accept, nor one within which 
avowedly liberal economists habitually 
do their thinking. Instead, some econ- 
omists for most of their time, and most 
economists for some of their time, think 
about economic problems and policy in 
pre-liberal mercantilist terms. That is, 
their thinking about economic aggre- 
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gates runs in terms of national eco- 
nomic power and prestige, and about 
domestic economic policy in terms of 
conflicting group interests. This habit 
of thinking has been greatly fostered by 
the economic and political develop- 
ments of the past thirty years, most 
notably by the protracted period of the 
cold war. So far as it is characteristic, 
the Galbraith thesis becomes irrelevant, 
since the satisfaction of individual 
wants is not the standard by which 
the mercantilist formulates economic 
policy recommendations and judges 
economic developments. Indeed, Gal- 
braith’s argument provides very handy 
reinforcement for mercantilist think- 
ing, precisely because it appears to 
undermine the liberal economist’s con- 
trary insistence on the primacy of in- 
dividual satisfactions; it is no accident 
that some of Galbraith’s most enthusi- 
astic reviewers have been socialists, who 
differ from him only in having a posi- 
tive policy for disposing of incremental 
output whose use by consumers they 
agree in valuing low. Having made 
this observation, I shall assume in the 
remainder of this paper that we are 
concerned with economics as liberally, 
and not mercantilistically, defined. 


IL. 


The first part of Galbraith’s thesis is 
the proposition that as income rises, less 
urgent wants are satisfied by marginal 
production, whose value accordingly is 
falling. This proposition is from a 
strictly economic point of view a tautol- 
ogy: less urgent wants are those you 
do not satisfy until you are rich enough 
to afford to satisfy them. As Galbraith 
uses it, however, it is not a tautology 


but a value judgment, to the effect that 
as society grows richer, it becomes less 
and less worth while to try to arrange 
economic institutions so as to promote 
maximum efficiency of production. This 
is a value judgment, of the same sort 
as the value judgment in favor of more 
equal distribution of income, and it may 
be disputed on the same ground, that 
the activities of the rich are of superior 
social value to those of the poor. Spe- 
cifically, it may be argued that a society 
of typically rich people is so superior 
to a society of typically poor people, in 
terms of realizing the values of a good 
society as liberally conceived, that it is 
always desirable to take any action 
which will raise the efficiency with 
which national resources are used in 
generating national income, regardless 
of how well off society is already. This 
is a tenable position, though the postu- 
lated close dependence of goodness on 
affluence is something of a strain on 
credulity; but it can hardly be described 
as a popular one. On the contrary, 
common sense would seem to be on 
Galbraith’s side on this issue; and the 
preferences of the community, as re- 
vealed both in behavior and in popular 
attitudes, seem to lie in the direction 
of tolerating more rather than less 
wasteful use of resources as 
rises. f 

Whether one accepts this value judg- 
ment or not, however, the central fact 
remains that the kind of policy issues 
with which economists are typically 
concerned — issues involving the effi- 
ciency or otherwise of resource use — 
are no longer issues which can plausibly 
be depicted as basic to the economic 
welfare of the community; rather, they 


income 
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are peripheral issues determining the 
location of the margin of a high an 
rising standard of living. The corollary 
is that economics, and economists, are 
not concerned with matters of vital im-+ 
portance to the affluent society. That 
economists generally pretend otherwis 
is to be attributed to the conservatisnr 
of intellectual tradition and to the more 
or less fortuitous events of the past 25. 
years: the great depression and the 
Keynesian revolution, which gave econ- 
omists something important to say; the 


war, which gave them something im- 
portant to do; and the cold war, which 
has given them something important to 
preach about—the economic virtues 
and vices of free enterprise. In conse- 
quence, economics has had a new lease 
of exciting life, which has been grad- 
ually petering out as the fact of afflu- 
ence has become increasingly well 
established. The realization that the 
party is coming to an end is evident 
both in the diversion of the interests of 
older economists to the economics of 
underdevelopment, where exciting use- 
fulness on a grand scale still seems pos- 
sible; and in the trend toward mathe- 
matical and econometric work among 
the younger economists, and the growth 
of business schools. The former repre- 
sents an attempt to transplant the 
missionary spirit of the 1930’s to a more 
favorable environment, the latter the 
inevitable transition from intellectual 
interest into professional competence. 


Til. 


Let us now turn to the second par 
of Galbraith’s thesis, the contention tha 
increasingly the wants satisfied by addi. 
tional production are themselves cre. 
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ated, passively or actively, socially or. 


commercially, by the production process 
itself, so that the satisfaction of these 
wants cannot be regarded as a “gen- 
uine”’ increase in satisfaction. If correct, 
as has already been mentioned, this 
contention strikes to the heart of liberal 
economics, which is posited on the 
independence of consumer wants. How 
much is there in it? 

Note first that the contention is sep- 
arable into two parts: the observation 
that the growth of opulence is charac- 
terized by the creation and satisfaction 
of new wants, through social and com- 
mercial pressures on consumers, and 
the judgment that the wants so created 
are valueless and even contemptible. Of 
these, it is the observation which pre- 
sents the serious problem to economics: 
for if wants are changing in conse- 
yuence of changes in production, what 
dasis is there for saying that increased 
droduction increases welfare? And if 
wants are changing over time in re- 
sponse to social pressures and the mach- 
nations of Madison Avenue, how 
afely can positive economics build on 
he assumption that choices are deter- 
nined by relative prices and incomes? 
[he adverse judgment on the value of 
reated wants is essentially a trivial 
natter of opinion — a manifestation of 
fohnson’s Law of Social Intransitivity” 
—although, as I shall argue, the as- 
umption that it can be made is a clue 
o the proper treatment of created 
vants. 

The notion that economic progress 
ssentially involves the creation of new 
yants is by no means new in the litera- 


*«Fiveryone has good reasons for consider- 
ng himself superior to other people.” 
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ture of economics, though it has been 
steadily pushed into the background by 
the growing emphasis on mathematical 
elegance in demand theory, which has 
finally come up with the result that if 
people are simply consistent, their de- 
mand _ curves slope downward, 
except when they do not. Alfred Mar- 
shall was drawing on a long tradition 
of economic thought when, in introduc- 
ing his analysis of demand, he wrote: 


will 


Speaking broadly therefore, although it 

is man’s wants in the earliest stages of his 
development that give rise to his activities, 
yet afterwards each new step upwards is 
to be regarded as the development of new 
activities giving rise to new wants, rather 
than of new wants giving rise to new 
activities.’ 
Marshall, be it noted, fully recognized 
the desire for distinction as an influence 
on wants—thanks to the backward 
state of technology, Madison Avenue in 
his time was just a street and not a 
business center — but he stressed the 
desire for excellence as a stronger mo- 
tive, and he left no doubt of his belief 
that the trend was upward and not 
simply sideways. The notion of a desire 
for excellence was developed much 
more fully, in his own way, by Knight, 
who consistently stresses the desire, not 
merely for the satisfaction of wants, but 
for the cultivation of better and better 
wants. 

Both Marshall and Knight seem to 
point, in their respective ways, to the 
answer to the Galbraith challenge to 
liberal economics. This answer is, es- 
sentially, to admit that the aim of 
economic activity is not the fuller 
satisfaction of given wants — wants 


5 Principles of Economics (8th ed.; New 
York: Macmillan, 1948), p. 89. 


conceived of as wants for specific com- 
modities do not stay given but instead 
evolve as the commodities themselves 
change in the course of economic 
growth — but to assert that the evolu- 
tion of wants itself is motivated, funda- 
mentally, by the desire to increase 
satisfaction. In technical jargon, prog- 
ress does not consist solely in improving 
the production function so as to provide 
more and better quality goods for con- 
sumption; it also consists in improving 
the consumption function so as to de- 
rive more and better satisfaction from 
production. 

To argue this way is to assert that 
changes in taste are governed ultimately 
by accepted standards of good and bet- 
ter taste, standards which are capable 
of being learned and applied by the 
consumer, and which he does learn and 
apply in response both to his own maxi- 
mizing ambition and to pressures from 
fellow-consumers and from advertising ; 
standards to which, moreover, both the 
social pressures of emulation and _ in- 
vidious distinction and the commercial 
pressures of Madison Avenue’s overt 
and covert persuasion must ultimately 
appeal. The notion of standards for 
recognizing improvements in the con- 
sumption function is admittedly much 
more hazy and imprecise than the no- 
tion of standards for recognizing im- 
provements in the production function; 
nevertheless their existence is, I think, 
undeniable. It is implied by the very 
notion, implicit in the second facet of 
Galbraith’s contention about wants, that 
it is possible to judge the quality of 
other people’s wants and satisfactions 
in a communicable and authoritative 
way. But it is not possible, contrary to 
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what Galbraith assumes, to dismis 
wants as valueless simply because the 
have been acquired under the pressure 
of social emulation and advertising. Ai 
economically relevant wants are learnec 
Moreover, all standards of taste ar 
learned. It is therefore both arrogam 
and inconsistent to assume that thos: 
who have acquired their standards fron 
general culture and advanced education 
can choose and pass judgments accord 
ing to standards possessing independern 
validity, while those who have acquiree 
their standards from social pressure 
and advertising can neither understane 
nor learn to understand the difference: 
between good and bad taste. 

The general argument is considerabl 
strengthened by the empirical observa 
tion that much of both emulation u 
consumption and the appeals of adver 
tising campaigns is based fairly directl 
on performance characteristics of com 
modities, which provide objective stand 
ards of quality which the consumer i 
capable of testing for himself — an 
does seem to test fairly generally — b 
experience. Other influential factors ar 
the desire for variety, and for a certai 
quality of romance in life, neither a 
which can be dismissed as entirely ig 
noble. But there remains a certai 
distasteful residue which cannot b 
rationalized as part of any beneficiz 
process. So far as emulation in cor 
sumption is concerned, this seems to b 
an unfortunate fact of social life abou 
which there is nothing obvious to b 
done. With respect to advertising, th 
problem seems to be not so muc 
demonstrably false or fraudulent clair 
—which ought to be subject to publi 
control of some kind—as misleadin 
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or ambiguous claims. Here there is the- 


possibility of a very difficult choice be- 
tween the establishment and enforce- 
ment of standards of honesty by 
yovernmental action, and reliance on 
competition between advertisers to alert 
the consumer to dishonest claims. A 
recent example illustrates the problem: 
the consumer is probably better served 
when each cigarette manufacturer is 
shrieking that his product contains less 
cancer than any other brand, than 
when statistical discrepancies in these 
slams have led to a government- 
mitiated agreement to drop any refer- 
ence to health effects. One thing is 
bvious, however: voluntary codes of 
sthics for the advertising business ought 
o be viewed with extreme skepticism. 


IV. 


The argument I have been present- 
ng is concerned with the welfare prob- 
em raised by created wants, and leads 
o the comforting conclusion that the 
act of want-creation does not inval- 
date the assumption that an increase 
n national income carries with it an 
ncrease in welfare. It also has impli- 
ations for positive economics: so far 
is the evolution of wants is guided by 
renerally accepted standards of what 
‘onstitutes an improvement in the qual- 
ty of wants, changes in wants as afflu- 
nce progresses will have an underlying 
ationality or regularity which should 
nake it possible to discover empirical 
ecularities of economic behavior. This 
roposition can also be supported by an 
pplication of economic principles to 
he process of emulation and the activi- 
ies of Madison Avenue themselves. So 
ar as emulators are rational in their 


pursuit of invidious distinction, one 
would expect them to make a show of 
the possession of goods whose prices 
have only recently fallen to within their 
economic means; and so far as adver- 
tising agencies are rational in their 
pursuit of profits, one would expect 
them to seek their clients among pro- 
ducers who are able to satisfy potential 
wants cheaply and profitably. Hence 
one would expect that the forces of 
emulation and advertising would be 
concentrated on creating those wants 
whose cost of satisfaction is being 
most steadily and rapidly reduced by 
the progress of opulence itself — the 
process of want-creation may be rational 
even though the wants created may 
not themselves be rational. Further- 
more, the progress of production in an 
opulent society has a definite pattern 
which suggests a similar pattern for the 
evolution of wants: both the accumu- 
lation of capital and technical progress 
imply a general trend toward the re- 
duction of the prices of commodities 
in terms of labor, and this in turn im- 
plies a tendency toward the substitution 
of capital-intensive for labor-intensive 
methods of satisfying consumer desires. 

In closing, I should I suppose say 
something more concrete about the 
prospects for the consumer and Madi- 
son Avenue in the affluent sixties. 
From what I have already said, it 
should be clear that I expect Madison 
Avenue to prosper in the future as it 
has in the recent past: nationwide mass 
advertising is an essential instrumental- 
ity of the era of high mass-consumption. 
Aside from the necessity for the con- 
sumer’s wants to progress with the 
economy’s productive capacity, there 


are two other cogent reasons for pre- 
dicting new highs for huckstering. First, 
as Martin Mayer points out in his 
Madison Avenue, U.S.A.,* advertising 
is a form of insurance for the corpora- 
tion against the risks of managerial 
mortality; as corporations prosper, their 
advertising appropriations are likely to 
grow, for reasons unconnected with 
demonstrable profitability of advertis- 
ing. Second, the rise of Madison Avenue 
to date has been associated on the one 
hand with technical progress both in 
communication and in the techniques 
employed by communications media, 
which has made possible the elaborate 
centrally planned and executed adver- 
tising campaign, and on the other hand 
with the rising relative cost of labor, 
which has given a progressive cost ad- 
vantage to “absentee salesmanship” by 
means of advertising aimed at the 
buyer. Both factors will continue to 
favor Madison Avenue. With respect 
to the kind of appeal characteristically 
made by advertising campaigns, my 
argument would suggest a trend toward 
more emphasis on discriminating taste, 
on what used to be called “the art of 
gracious living.” But the more disturb- 
ing type of a»peal epitomized in the 
phrase “hidden persuasion” is also likely 
to spread: psychiatric treatment has 


¢ 
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long been a superior type of luxur 
consumption good among the affluen 
elite, and it seems probable (and ne 
too deplorable) that the less affluen 
will choose to buy it with their groceries 
Finally, it seems likely that the majo 
consumption goods on whose adver 
tisement the largest sums of money ar! 
spent will continue to be food and sof 
drinks, soaps, drugs and _ toiletries 
alcoholic drinks, and tobacco (wher; 
advertising promises the producer sub 
stantial and sustained profits if success 
ful, while offering the consumer thi 
gratification of ennobling the humdrun 
routine of consumer existence) togethe 
with automobiles (where potentia 
producer profits are equally tangibl 
and the consumer is offered his las 
chance to buy a piece of the frontie 
spirit). But it is also likely that in 
creasing affluence will manifest itself 11 
increasing expenditures on advertise 
ments for household durables on th 
one hand, and recreational equipmen 
and facilities on the other — the forme 
as a reflection of the falling relativ 
price of durables in terms of labor al 
ready referred to, and the latter as a: 
expression of the fact that leisure is 
prime luxury good, so that as opulenc 
progresses efforts to sell the comple 
ments of leisure will multiply. 


Soviet and Western Concepts 
of National Income 
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THE RECENT INTEREST in the compara- 
tive growth rates of the Soviet and 
Western economies has focused atten- 
Hon on measures of national income in 
these countries. Western economists are 
generally familiar with the concepts and 
methods employed in the computation 
of national income by Western national 
mcome statisticians, but are perhaps not 
fully acquainted with the concepts and 
methods of national income computa- 
ion that prevail in the Soviet Union 
and the other socialist countries. In this 
paper the major differences between 
Soviet and Western national income 
oncepts are discussed, and some esti- 
mates of the differences between the 
otals obtained by the two approaches 
ire presented. 


I. 


The Soviet conception of national 
ncome derives from Marx. Marx con- 
ended that “In order to avoid useless 
lifficulties, it is necessary to distinguish 
he gross output and the net output 
rom the gross income and the net in- 
ome.”? The first distinction that Marx 


* Capital (Chicago: Charles H. Kerr & 
1o., 1909), Vol. 3, p. 978. 


was concerned to make here was be- 
tween newly created value and trans- 
ferred value, i.e. the value of means of 
production consumed in the reproduc- 
tion process. His gross output included 
both newly created value and trans- 
ferred value. 

The value of the annual product in com- 
modities, just like the value of the com- 
modities produced by some particular in- 
vestment of capital, and like the value of 
any individual commodity, resolves itself 
into two parts: Part A, which replaces the 
value of the advanced constant capital, and 
Part B, which presents itself in the form 
of wages, profit, and rent.’ 

Since constant capital includes the 
value of the plant and equipment con- 
sumed in production (in Western na- 
tional income terminology, depreciation 
or capital consumption) as well as the 
raw materials used, gross output for 
Marx is a very gross concept indeed, 
corresponding approximately to total 
sales of all firms in the industries in- 
cluded rather than to total value added 
or total value of final products. Thus, 
it involves much double-counting. (The 
question of which industries Marx 


2 Ibid., p. 977. 
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would include will be ignored for the 
present, since his gross output concept 
is of little interest other than as a con- 
trast with his “net” concepts and thus 
as evidence of his awareness of the 
problem of double-counting. ) 

Marx gives no definition of net out- 
put, but it seems probable that he meant 
it to be the equivalent on the product 
side of his gross income. Gross income 
represents the value newly created dur- 
ing a given period and is equal to the 
national income. 

The gross income is that portion of value 
(and that portion of gross product meas- 
ured by it) which remains after deducting 
that portion of value (and that portion of 
total product measured by it) which re- 
places the constant capital advanced and 
consumed in production. The gross in- 
come, then, is equal to the wages (or that 
portion of the product which is to become 


once more the income of the laborer) plus 
the profit plus the rent.’ 


It would seem that Marx’s gross in- 
come corresponds rather closely to the 
neoclassical concept of national income. 
As will be noted in what follows, he 
used the term national income inter- 
changeably with gross income. 

However, his concept of net income 
has no counterpart among the neoclassi- 
cal national income concepts. It reflects 
his view of the nature of capitalist 
society. For him, é 

. . . The net iricome is the surplus-value 

. which remains after the deduction of 
wages [from gross income]. . . Viewing 
the income of the whole society, the na- 
tional income consists of wages plus profit 
plus rent, that is, of the gross income. But 


even this is an abstraction to the extent 
that the entire society, on the basis of 


*Ibid., p. 978. First two sets of parenthe- 
ses added for clarity. 
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capitalist production, places itself upop 
the capitalist standpoint and consider 
only the income divided into profit anc 
rent as the net income.’ | 


II. 
Marx’s definition of gross or nationa 
income sounds familiar to person 


trained in Western national income 
analysis. Wages, profits, interest, ana 
rent would serve as terms for the com; 
ponents of national income in the lan: 
guage of national accounts statisticians 
in most Western countries, even though 
in practice they find it convenient te 
break down some of these forms df 
income and give the resulting subcom- 
ponents other names. 

But this apparent similarity conceals 
great differences. In general, Western 
economists include in national income 
all wages, profit, interest, and rent. In- 
come is viewed as the reward of the 
various factors of production. It does 
not include all the money that individ- 
uals receive in any period; some pay- 
ments are gifts or other transfers of 
income or wealth, and their inclusion 
would constitute double-counting. Te 
be counted as income, the sum receivec 
must represent a cost payment to < 
factor of production for a current con. 
tribution toward production, and pro. 
duction is any (legal) activity tha: 
individuals or agencies will pay for. The 
principle is clearly expressed by Alfrec 
Marshall in the following quotation: 

Everything that is produced in the course 
of a year, every service rendered, even 


fresh utility brought about is a part of the 
national income. 


Thus it includes the benefit derived fron 
the advice of a physician, the pleasure go 


* Ibid., pp. 978-79. 


from hearing a professional singer, and the 

enjoyment of all other services which one 
person may be hired to perform for 
another. It includes the services rendered 
not only by the omnibus driver, but also 

_by the coachman who drives a private car- 
riage. It includes the services of the domes- 
tic servant who makes or mends or cleans 
a carpet or a dress, as well as the results 
of the work of the upholsterer, the milliner, 
and the dyer. 

We must however be careful not to count 
the same thing twice. If we have counted a 
carpet at its full value, we have already 
counted the values of the yarn and the 
labour that were used in making it; and 
these must not be counted again.” 
Arguments have arisen at times around 
borderline cases, and practice has been 
reversed on occasion. Thus interest on 
government bonds was included in 
United States national income before 
1947 and excluded thereafter, as it has 
been all along in the British accounts. 

Soviet economists, basing their work 
in this area on their interpretation of 
Marx’s theory, have included in na- 
tional income only those sums which 
result from productive labor. Now Marx 
defined productive work in two senses. 
The first of these, the harnessing by 
man of the goods of nature, was a gen- 
eral one, abstracting from any specific 
economic organization of society, a pro- 
cedure which Marx disliked and which 
he generally avoided. His second defi- 
nition of productive work, that which 
produces capital, applied specifically to 
capitalist society and was the one about 
which most of his discussion of the sub- 
ject centered. 

As Marx used them in analyzing 
capitalist society, these two senses of 


>The Economics of Industry (4th ed.; 
London: Macmillan, 1909), pp. 52-53. 
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productive labor were more or less con- 
sistent: labor which produced capital 
normally involved the harnessing by 
man of the goods of nature, but the re- 
verse was not necessarily true. In Chap- 
ter 7 of the first volume of Capital, he 
first considers “the labour-process in- 
dependently of the particular form it 
assumes under given social conditions.” 


.Labour is, in the first place, a process in 
which both man and Nature participate 
and in which man of his own accord starts, 
regulates, and controls the material reac- 
tions between himself and Nature. In the 
labour-process . . . man’s activity, with the 
help of the instruments of labour, effects 
an alteration, designed from the com- 
mencement, in the material worked upon. 
The process disappears in the product; the 
latter is a use-value, Nature’s material 
adapted by a change of form to the wants 
of man.... If we examine the whole 
process from the point of view of its result, 
the product, it is plain that both the instru- 
ments and the subject of labour are means 
of production and that the labour itself is 
productive labour.° 

Marx notes in the same volume that 
“This method of determining from the 
standpoint of the labour-process alone 
what is productive labour is by no 
means directly applicable to the case 
of the capitalist process of production.” 
His explanation for this is as follows: 
Capitalist production is not merely the 
production of commodities; it is essentially 
the production of surplus-value. The 
labourer produces not for himself, but for 
capital. It no longer suffices, therefore, 
that he should simply produce. He must 
produce — surplus-value. Hence the 
notion of a productive labourer implies not 
merely a relation between work and useful 


effect, between labourer and product of 


5 Capital (Chicago: Charles H. Kerr & 
Co., 1906), Vol. 1, pp. 197 and 201. 
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labour, but also a specific social relation 
of production, a relation that has sprung 
up historically and stanips the labourer as 
the direct means of creating surplus-value. 
(p. 558) 


It was this notion of productive labor 
to which Marx devoted most of his 
attention.” It derived from his analysis 
of capitalist society, with which his 
theoretical work was almost exclusively 
concerned. By the same token it was 
inapplicable to a socialist society. There- 
fore, the Soviet economists had to rely 
upon the more general notion of pro- 
ductive labor, i.e. the direct harnessing 
by man of the goods of nature. 


III. 


What was to be included and what 
excluded under this definition? The 
common formulation is: productive 
work is work in the sphere of material 
production. According to Marx, pro- 
ductive workers create a material basis 
for the maintenance of nonproductive 
workers. Work which does not reflect 
the relations of man to nature but re- 
flects the relations of man to the com- 
munity 1s not productive work.® 

For Soviet economists, the division 
into productive and nonproductive 
work has nothing to do with the divi- 


"For example, nearly the whole of his 
appendix on the concept of productive labor 
in his Theories of Surplus Value, selections 
translated by G. A. Bonner and Emile 
Burns (London: Lawrence & Wishart, 
1951), pp. 177-97. 

* Much of this section is based on a sum- 
mary and critique by Dudley Seers of a 
paper by H. Minc, former Polish Minister 
of Industry and Trade. See Dudley Seers, 
“A Note on Current Marxist Definitions of 
the National Income,” Oxford Economic 
Papers, Vol. 1, No. 2 (June, 1949), pp. 
260-68. 


sion into manual and intellectual wor! 
Nor is it based on the objective mate 
rialization of work. Still less has it te 
do with the division into useful anc 
useless work, that is, work socially use 
ful and socially useless. Factory man: 
agers in the Soviet Union woulc 
certainly be considered to be engagec 
in productive work. Persons engaged 
in the transportation of products woula 
also be engaged in productive work: 
although they do not produce objects 
directly. Even workers in the field of 
communications serving production are 
considered to be engaged in productive 
work since they influence the surround- 
ing nature. And many persons doing 
socially useful work, such as doctors. 
teachers, artists, writers, clerks, and 
soldiers, are said to be engaged in non- 
productive work. Marx cites bookkeep- 
ing as an example; he stresses the im- 
portance of this work, but says at the 
same time that it consists in the idea 
generalization of production processe: 
and only reflects the real, direct proc- 
esses of material production. Therefore 
it falls in the sphere of ideal or spiritua 
production. 

But when these distinctions have beer 
made, their application presents man 
difficulties. In the Soviet Union, vol 
umes have been devoted to the prob 
lems of classification. Some types o 
economic activity are not hard t 
classify according to the criteria citec 
above. Manufacturing is clearly ; 
branch of material production, as ar 
agriculture, construction, freight trans 
port, and communications serving thes 
fields. On the other hand, nationa 
defense, security, administration, healt 
services, education, finance, school: 


culture, and science are not included. 
among branches of material production. 
_ However, there are borderline’ cases 
that cannot be disposed of so easily. 
Trade has been one of these. Much of 
the activity associated with trade is 
considered to be a direct extension of 
material production in the sphere of 
distribution. This would include the 
storing, packing, sorting, and weighing 
of goods. These functions are held to 
create new value. But other functions 
of trade, which are particularly exten- 
sive in capitalist economies, lie outside 
the realm of material production. These 
result from the task of transforming 
commodity value to money value or 
the reverse, that is, selling and buying. 
To quote Marx again: 

Of course, the dimensions acquired by 
the business in commodities in the hands 
of the capitalists cannot transform this 
labour, which does not create any values 
and promotes merely changes of form, into 
labour productive of surplus value.” 

In recent years all of Soviet trade 
has been included in material produc- 
tion. The basis for this is the belief that 
material functions make up almost the 
whole of trade activity in the Soviet 
Union. In any case Soviet trade ac- 
counts for only about 5 percent of in- 
come arising from material production. 

There are differences of opinion 
within the ranks of Soviet economists 
with respect to what should be counted 
in national income. Strumilin and 
some others have taken the position that 
governmental, personal, and other serv- 
ices should be included: “The compu- 
tation should embrace the incomes of 


® Capital (Chicago: Charles H. Kerr & 
Co., 1909), Vol. 2, p. 148. 


the entire population.”?° Chernomordik 
in 1939 argued for the inclusion of 
passenger transportation in national in- 
come. As recently as 1957 Strumilin 
raised the issue again without success. 
Dobb contends that many services do 
get included, e.g. medical and other 
social services when these are attached 
to industry.” 

However, despite these continuing 
differences among some of the econ- 
omists in the socialist countries, it ap- 
pears that the major questions concern- 
ing socialist national income accounts, 
as least in the Soviet Union, have been 
settled. 


IV. 


A recent Soviet work on the statistics 
of that country states that 


The national income in national form is 
material wealth comprising: a) means of 
production intended to extend production, 
and b) consumer goods intended to satisfy 
public requirements. . . It proceeds from 
the Marxist-Leninist conception of national 
income as the fruit of social labour cre- 
ating value and use-value, or, in other 
words, as the fruit of the labour of working 
people in the various branches of material 
production.” 


In money form the net outputs of 
the various branches of material pro- 
duction, when totaled, equal the na- 
tional income. The net output in each 

* Quoted in Studenski, The Income of 
Nations (New York: New York University 
Press, 1958), p. 531; also p. 186. 


“Tbid., p. 531; Studenski cites Voprosy 
Ekonomiki, September, 1957, pp. 99-119. 


% Soviet Economic Development (New 
York: International Publishers, 1948), p. 
266. 


1% A. Yezhov, Soviet Statistics (Moscow: 
Foreign Language Publishing House, 1957), 
p. 94. 
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branch of the national economy is equal 
to the gross output minus material out- 
lays. The latter include 

the value of means of production and ma- 
terials expended in production and in cur- 
rent repairs of fixed production assets; the 
value of productive services (freight trans- 
portation and communications) ; and the 
depreciation of fixed assets. . . The ma- 
terial outlays recorded under “Combined 
Non-Productive Expenditures” must also 
be taken into account, because they form 
part of the cost price of industrial com- 
modity output.” 

The gross output is measured in terms 
of the supply prices prevailing in the 
particular branch of the economy. In 
industry these are the wholesale prices 
of the industry, which exceed the 
wholesale prices of the enterprise (cov- 
ering planned expenditures and provid- 
ing for a net profit) by the amount of 
the turnover tax, the deduction from 
the incomes of enterprises that goes 
to the state. In construction carried out 
by building contractors the supply prices 
are the contracted prices, and in the 
case of agricultural commodities they 
are the procurement and purchasing 
prices and prices current in the collec- 
tive-farm markets. The non-commodity 
part of the agricultural output (pre- 
sumably that consumed directly without 
first being sold) is measured by state 
farms at its cost price and by collective 
farms and individual farmers in aver- 
age sales prices. 


“Ibid., pp. 95-96. The last sentence 
quoted seems to indicate that health and 
other such services provided workers at their 
places of work are excluded from national 
income, contrary to the opinion of Dobb and 
Studenski. 

Spikes 15 12 


if 
| 


The branches of material productiop 
include the following:*® 


Industry (extractive and manufacturing; 
Building | 
Agriculture 

Forestry 

Transportation (of freights) 

Communication (serving production) 

Material and Technical Supply” 

Procurement of Agricultural Products® 

Trade (wholesale and retail; also public 
catering establishments ) 

Other branches of material productio1 
(motion picture studios, publishing houses 
hunting, and the salvaging of waste anc 
junk, etc.) 


These branches of the national econonn: 
are said to be 


directly involved in the process of creatin: 
use-values. In transportation, communica 
tions, material and technical supply, trade 
and procurement the bulk of use-value 
does not increase, because no additiona 


material wealth is produced in them. Bu 


*Ibid., pp. 67-70 and 95. “The non 
productive sphere embraces education, pub 
lic health, finance and credit agencies, scien 
tific institutions, government and defence 
cultural services, and certain public utilities 
[The latter presumably refers to passenge 
transport and communications serving th 
general public and institutions of the non 
productive sphere.] No new material wealt! 
is created in this sphere of social activitie: 
Yet the labour expended in them is socially 
useful labour.” (p. 70) 

“Includes the activities of independen 
sales agencies (the main sales offices c 
ministries and local sales offices, and _ thei 
warehouses) which handle implements an 
objects of labor and of the supply agencie 
(the main supply agencies of ministries an 
local supply offices, and their warehouses 
which handle industrial supplies for ente: 
prises and construction projects. Ibid., p. 6S 

*“The procurement agencies procur 
store, and sort farming produce, performin 
a number of functions of a _ productiv 
nature. Thereby they add to the value « 
the produce and qualify as belonging to tk 
sphere of material production.” Ibid., p. 7| 


they are involved in the consummation of 
“production. 
pended in them makes consumption pos- 


sible.” : 

According to Yezhov, Soviet statisti- 
cians also compute national income in 
terms of income distribution and re- 
distribution. A distinction is made be- 
tween the primary distribution of na- 
tional income and the redistribution of 
national income. The primary distribu- 
tion includes the national income pro- 
duced at socialist enterprises and that 
produced by individual peasants and 
unaffiliated handicraftsmen and by col- 
lective farmers, workers, and employees 
in their households (mainly by cultiva- 
tion of personal plots). The income 
produced at socialist enterprises is 
classed as (1) that produced by state 
enterprises and (2) that produced by 
cooperatives or collective farms. Income 
produced at state enterprises is in turn 
broken into two principal parts: 
(1) wages and (2) the net profits of 
state production enterprises or net state 
revenue. The latter include the profits 
of enterprises, the turnover tax, social 
insurance, and so on. 


The turnover tax and a part of the profits 


” Ibid., p. 67. “Soviet statistics classes all 
types of labour materialized in production 
as belonging to the sphere of material pro- 
duction.” (p. 66.) The materialization of 
labor is not identified with the corporeal 
reality of the commodity. “Marx showed 
that material production is not limited to 
the production of products in material form, 
but also includes such branches (transporta- 
tion and communications, for example) 
which, while they act on nature, do not 
engender products of labor that exist in iso- 
lation from the labor process.” S. Khavina, 
“A Falsification of the Marxist Theory of 
National Income,” Problems of Economics, 
Vol. 2, No. 3 (July, 1959), p. 81. 


The social labour ex- 


CONCEPTS OF NATIONAL INCOME ly 


go to the state budget to cover state re- 
quirements. They form a centralized net 
state revenue which also includes social 
insurance allocations and other revenue.” 


National income produced at collec- 
tive farms is also divided into two prin- 
cipal parts: (1) the product created 
by the farmers for themselves, compris- 
ing the incomes in cash and kind dis- 
tributed among them for work-day 
units put in and (2) the product for 
society or the net income of the collec- 
tive farm. Part of the latter is utilized 
by the collective farm to expand out- 
put and to provide for the general 
material and cultural needs of the 
members. Another part “goes to the 
state in the shape of income taxes and 
other dues, and through the price 
mechanism, forming a constituent of 
the centralized net state revenues.”?* 

The redistribution of national income 
is apparently considered from several 
viewpoints. Looked at from the stand- 
point of the socialist productive enter- 
prises, it takes the form of: 

1. Payments to the treasury, including: 

a) income deductions (from profit) 

b) turnover tax 

c) income tax from collective farms 
and cooperative societies 

d) social insurance allocations 

e) other sundry payments to the 
treasury 

2. Immediate allotment of incomes [by 

productive enterprises] to non- 

productive institutions (kindergartens, 
créches, etc.) 
. Charges for centralized services 
4. Receipts from the treasury, including: 
a) capital investments [other than 
those made directly out of profits 
of enterprises] 


is) 


” Yeshov, op. cit., p. 99. 


* [bid. 


b) allotments (accretions in circulat- 
ing assets, operating expenses, etc.) 

5. Balance of re-distribution” 

The final incomes of these socialist 
productive enterprises, utilized to ex- 
pand fixed and circulating assets, “are 
sums retained by them subsequent to 
distribution and re-distribution” and 
“equal receipts by way of distribution 
[profits of enterprises], plus the balance 
of payments to and receipts from the 
treasury, and minus outlays for the pur- 
chase of non-productive services.”?? 

Looked at from the standpoint of the 
nonproductive institutions, the redistri- 
bution of national income indicates the 
source of their revenues. According to 
Yezhov, 

Non-productive institutions receive their 
income in the form of receipts from the 
state, proceeds for services rendered, and 
direct allotments of productive enterprises 
(for cultural services and utilities). These 
receipts go to cover dues to the treasury, 
the wages of workers and employees, and 
charges for services rendered to them by 
other non-productive enterprises. The bal- 
ance represents the final income [of these 
institutions], which is utilized for intra- 
mural material non-productive consump- 


tion and accumulation of fixed (non- 
productive) assets.” 


He presents a tabular form showing the 
redistribution of national income for 
nonproductive institutions (i.e. service 
agencies — education, public health, 
and public utilities — and government 
and defense) in terms of these receipts, 
outlays, and final uses of income. 

The incomes received by the general 
public provide another standpoint from 


* Ibid., pp. 100-1. 
the last item is. 

* Thid., pp. 99-100. 

eT dayels qoy, OY. 


It is not clear what 
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which the redistribution of national ir 


come is considered. 


Incomes received by way of re-distributi . 
include: wages of workers and employee 
engaged at enterprises and institutions c 
the non-productive sphere, pensions an 
benefits, savings-deposit interest and Goy 
ernment bond prizes, stipends, state insur 
ance indemnities, etc.” 
When these are added to incomes re 
ceived by way of distribution (income 
of those engaged in material produc 
tion), the sum is the total incom 
derived by the general public by way o 
distribution and redistribution. Thi 
difference between this latter total an 
payments by the general public to th 
treasury and for services is equal t 
the final income of the general public 
“Final income figures represent income 
received by the various classes and socia 
groups.”° 

Another adjustment is required t 
arrive at the total of real income, whicl 
is a very different concept from th 
Western national income statisticians 
measure of income deflated for pric 
changes (referred to in Soviet statistic 
as income in comparable prices). 
In computing the real income, which 3 
identified with the final income, the pat 
of the social product expended by publi 
institutions (nutrition at hospitals an 
children’s institutions; consumption of fue 
electric power, repair materials, stationer 
drugs and medicines at cultural and utilit 


enterprises and medical institutions) shoul 
be added to the income figure.” 


It is apparent from the review give 
here that the distinction between pre 
ductive and unproductive work plays 
significant part in Soviet national ir 

*Lbid: 


© Tbid., p. 103. 
" Thid. 


CONCEPTS OF NATIONAL INCOME 


come accounting and in planning. 
Yezhov says that 
_ The Soviet state attaches great impor- 
tance to setting a proper balance between 
labour expended in the sphere of material 
production and the non-productive sphere. 
A methodical increase ef the share of 
labour expended in the former sphere, by 
reducing the share of labour expended in 
the latter, and the reduction in size and 
cost of the administrative machinery are 
of immense benefit to the country.” 


‘In view of what is included in the 
nonproductive sphere (e.g., education, 
cultural services) and the recognition 
that labor expended in these activities 
is socially useful, it is not clear why it 
is held that reducing the share of labor 
expended in this sphere would always 
be of benefit to the country.?® How- 
ever, most Western economists would 
probably agree that reduction in the 
size and cost of the administrative ma- 
chinery is a desirable goal. 

It is also apparent that, at least con- 
ceptually, Soviet income and product 
accounts are sufficiently detailed and 
flexible to provide the answers to a 
variety of questions that planning 
authorities and others might raise, even 
though they are not readily converted 
to Western forms.*° 

* Tbhid., p. 70. 

Certainly this view is in contrast to the 
notion common among Western economists 
that the more mature a country’s economy 
is, the larger will be the share of tertiary 


production in its net product (Western 
version). 

5° The Soviet economist S. Khavina, 
generally critical review of Jean Calvez’ 
National Income in the USSR, notes with 
approval the latter’s rejection of “the pos- 
sibility of determining the size of national 
income in the USSR by ‘re-evaluating,’ after 
the manner of many bourgeois economists, 


in a 


Ais 


How great is the difference between 
national income estimates based on 
Soviet concepts and national income 
estimates based on Western concepts? 
In his recent book, The Income of 
Nations, Studenski offers a variety of 
answers. At one point he says, 


The Soviet concept of national income ap- 
pears to be much narrower theoretically 
than the concept employed in capitalistic 
countries, but actually the margin of differ- 
ence is not very great.” 


Elsewhere he contends 


The estimates developed under this con- 
cept [the Marxian concept as now applied 
in the Soviet Union] measure only a portion 
of the true national income of the country 
and fail to give a full picture of the opera- 
tions of its national economy.” 


He points out that 


Whereas in the capitalist countries using 
the comprehensive production concept na- 
tional income normally is somewhat in ex- 
cess of the total income payments to 
individuals, inasmuch as it includes undis- 
tributed profits, in Soviet Russia, with its 
restricted national income concept, the 
reverse may readily hold true. At least 
during the 1930's, the sum of individual 
primary [and excluding collective primary] 
and derivative incomes was estimated by 
one Soviet economist to be 10 per cent or 


the data of Soviet statistics on the basis of 
theories and methods applied in the West.” 
ILD, Chin Ds: 

3 Op. cit., p. 353. The reasons he gives 
for this conclusion are (1) the more com- 
plete inclusion of taxes in Soviet accounts 
than in those of Western countries; (2) the 
inclusion of some nongovernmental services 
under other headings, e.g. commercial res- 
taurants under trade; and (3) the limited 
development in the Soviet Union of some of 
the excluded services. 

se LDIG sD Te 


more in excess of the national income 
total.” 

Soviet economists contend that West- 
ern countries overestimate their own 
national income. In 1940 Kolganoff 
argued that the overestimates ran be- 
tween 25 percent and 40 percent. In 
1949 Petrof estimated that the inclusion 
of services in the United States figures 
by Department of Commerce statisti- 
cians “exaggerated their country’s na- 
tional income about 15 percent.” The 
Yugoslav economists responsible for the 
national income estimates in that coun- 
try, which are based on the material 
production concept, suggested that their 
figures would have to be raised about 
15 percent to make them comparable 
with Western estimates.** 

In 1953 the Soviet economist Palytsef 
recomputed the net national product of 
the United States for 1950, using the 
data that appeared in the July, 1953, 
Survey of Current Business. He arrived 
at a figure of $213.2 billion as com- 
pared with the United States Depart- 
ment of Commerce estimates of $240.6 
billion national income and $265.2 bil- 
lion net national product.*> His deduc- 
tions were, on the whole, very modest: 
nothing was subtracted from the figure 
for consumption of goods, $131.8 bil- 
lion; consumption of services was re- 
duced 55 percent to $28.2 billion (from 
$62.7 billion) ; he increased net private 
investment $3.0 billion to $34.0 billion, 
adding capital outlays charged to cur- 


* Ibid., p. 353. At one point Studenski 
seems to argue that Soviet estimates “greatly 
overstate the size of Soviet national income” 
(p. 185), but actually he is referring to 
figures for national income in constant prices 
when the 1926-27 price base was used. 
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rent expense; government purchase: 
were reduced from $42.0 billion tc 
$17.7 billion, the amount of net pur? 
chases from private business; and net 
foreign investment was raised from 
—$2.3 billion to $1.5 billion since he 
counted only het receipts from com- 
modity trade and shipping services) 
Tsuru, the Japanese economist fro 
whose article these figures were ob- 
tained, made a calculation in a different 
way, using the statistics of national in- 
come by industrial origin. He sub- 
tracted the national income originating 
in those sectors that he thought would 
be excluded according to the Soviet 
concept and arrived at a total of $146.1 
billion. Even taking into account the 
$22.8 billion in indirect taxes, his esti- 
mate was far below that of Palytsef. 
However, he eliminated all of the na- 
tional income originating in several 
sectors where part of the income clearly 
represented material production.*® 

In his study of Soviet National In- 
come and Product in 1937, Bergson, 
using procedures employed in the 
United States Department of Com- 
merce calculations, arrives at an esti- 
mate of Soviet net national product of 
286.0 billion rubles. His attempt to 
adjust his figures in accordance with 
Soviet national income concepts by 
excluding services leads to a total of 


* Summarized in Shigeto Tsuru, “On the 
Soviet Concept of National Income,” Annals 
of the Hitotsubashi Academy, Vol. 5, No. 1 
(October, 1954), pp. 37-49. 

* Ibid., p. 42. A more recent article by < 
Soviet economist dealing with this subject is 
now available in English: M. Golonskii 
“Methods Employed to Recalculate the Na- 
tional Income of the USA,” Problems 0; 
Economics, Vol. 2, No. 11 (March, 1960) 
pp. 57-63. 


241.3 billion rubles, which would mean 


‘that the Soviet concept resulted in an 


underestimate of 16 percent in the eyes 

-of Western economists or that the 
Western concept produced an overesti- 
mate of 19 percent from the Soviet 
viewpoint.*” 

These figures give a rough indication 
of the difference in magnitude of na- 
tional income estimates based on the 
Soviet concept as compared with those 
based on Western concepts of national 
income. But what can be said about 
the differences in the concepts them- 
selves? Why is it so difficult to reach 
agreement on a common concept? Per- 
haps this question will seem naive in 
view of the differences among Western 
economists as to what should be in- 
cluded in national income, differences 
that have been reduced in part only as 
a result of the massive influence of a 
few large agencies, such as the United 
States Department of Commerce, in the 
determination of what goes into our 
estimates. As between Soviet and West- 
ern economists, the differences are 
fundamentally ideological. 


VI. 


In the Soviet view, Western concepts 
of national income give rise to double- 
counting and thereby distort the size of 
national income. In addition, they are 
said to serve an apologetic function, 
concealing parasitical activities. Thus 
they are held to result in a diminution 
of the role of truly productive work. 

Western critics of Soviet concepts 
have centered much of their fire on the 
vagueness of the Marxist notion of 


* (New York: Columbia University 


Press, 1953), pp. 22 and 143-44. 


productive labor. That there are diffi- 
culties here is evidenced by the uncer- 
tainty with which Soviet economists 
classify incomes of certain administra- 
tive workers. Those up to the level of 
the central agencies of industry are con- 
sidered productive, and their income is 
included in the national income. E. F. 
Jackson has suggested that, 
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just as in bourgeois economics a man who 
gives his housekeeper the formal status of 
wife thereby reduces the national income, 
so does a [Soviet] minister who breaks up 
his department and raises his “trust”? man- 
agers to the status of ministers.* 
A related criticism points out that 
Marx’s categories were chosen to fit his 
model of capitalist economy and denies 
the reasonableness of their retention 
for administrative planning today.*® 
Dudley Seers argues that 
If it is to be more than a methodological 
device, the division of work into “produc- 
tive” and “non-productive” must ultimately 
refer to the social usefulness of the work 
concerned.” 
He asks what meaning an aggregate 
based on the Marxist concept will have. 
What will we be able to say if, in con- 
stant prices, it goes up 10 percent from 
one year to the next? He contends 
that, since labor may merely have 
shifted from the armed forces into 
transportation, it would not mean that 
average individual “productivity” has 
increased by 10 percent, assuming popu- 
lation constant. Since the production of 
patent medicines may merely have in- 


% “Social Accounting in Eastern Europe,” 
International Association for Research in 
Income and Wealth, Income and Wealth 
Series IV (London: Bowes & Bowes, 1955), 
p. 247n. 

® Seers, loc. cit., p. 263. 

© Ibid. 


creased at the expense of medical serv- 
ices, it cannot be said to mean that 
“welfare” has increased by 10 percent. 
But comparable objections can be 
raised about Western measures of na- 
tional income. For example, a 10 per- 
cent increase might reflect simply an 
increase in advertising expenditure. 
Seers contends that 
in the short period, if there are no great 
changes in income distribution, an increase 
in real income measured on the British and 
American definitions will have more con- 


tent in “welfare” terms in some sense than 
a similar movement 


in an aggregate based on the Marxist 
concept.*? It is not clear that this is 
so. The increase might result from an 
increase in the compensation of the 
armed forces paid for out of higher 
income taxes. This would hardly repre- 
sent an. increase in “welfare,” and it 
would not be reflected in an increase in 
national income measured in accord- 
ance with the Marxist concept. 

It might be argued that the Western 
concept of national income results in an 
overstatement and the Soviet concept 
in an understatement of “welfare,” and 
that the real issue is which is most 
proximate to some welfare norm. How- 
ever, the present state of welfare eco- 
nomics in the Western world does not 
suggest that any consensus could be 
reached, even among Western econo- 


 Ibid., p. 264. 
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| 
mists, as to what such a norm should 


include. 
VIL. . 


In view of the differences between 
Soviet and Western concepts of national 
income, is it likely that these differences 
will be reduced in the future? It is 
apparent from the literature on the sub- 
ject appearing in the Soviet Union and 
the other socialist countries that the: 
application of this concept to the analy--. 
sis and measurement of socialist econo-. 
mies is still in a state of flux. Differ- 
ences of opinion are common among 
the economists of these countrie. 
There are some indications that changes 
are occurring that reduce the differ- 
ences between the results obtained by 
Soviet and Western methods when ap- 
plied to socialist economies. However, 
it does not seem likely that the differ- 
ences between the two will be greatly 
reduced in the foreseeable future when 
the concepts are applied to capitalist 
economies. On the one hand, Soviet 
economists are not likely to give up their 
criticism of capitalist economies. On the 
other hand, the Western concept of na- 
tional income seems pretty firmly fixed. 
Even the proposal of Kuznets to revise 
our treatment of the government sector, 
which would bring it closer to the 
Soviet view, has little prospect of 
adoption. In this area, we can antici- 
pate that the battle of words will go on. 


Financing State Buildings: 
The 1960 Bond Issues 


SAMUEL K. Gove 
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THE VOTERS of Illinois will be asked 
again in November, 1960, to approve 
bonded indebtedness to support a 
building program for the state govern- 
ment. In two separate referenda the 
voters will have before them a $195 
million bond issue for buildings at the 
state-supported universities and a $150 
million issue for buildings at mental 
health and other public welfare institu- 
tions. To ask the voters to pass on a 
state building bond issue is a new de- 
velopment in Illinois, although such 
building bond issues have been con- 
sidered in several other states in recent 
years. Proposed bond issues in Illinois 
for local government buildings, espe- 
cially for schools, have been and are 
regularly being placed before the 
voters, but until 1958, the state govern- 
ment had never asked the voters to 
approve a bond issue for buildings. The 
constitution requires referendum ap- 
proval of any state indebtedness in ex- 
cess of $250,000, and since 1900 six 
bond issues for other purposes have 
been submitted and approved in state- 
wide referenda. These successful bond 
referenda, prior to 1958, were for road 


purposes (1918 and 1924), veterans’ 
bonuses (1922 and 1946), and relief 
funds (1932 and 1934).1 In 1958, the 
voters rejected a single bond issue that 
would have provided $248 million for 
the construction of buildings at state 
universities and welfare institutions.” 
Collectively, the two 1960 issues pro- 
vide for a total bond issue of about 
$100 million more than the 1958 issue. 

The present direct public debt of 
Illinois, $170,787,000 at the end of 
fiscal 1959, is relatively small. Ten 
states had larger debts. This state’s 
general obligation was the unpaid bal- 
ance from the World War II veterans’ 
bonus approved by the voters in 1946, 
plus a small amount of the 1934 high- 

*To this list should be added a bond 
issue for the Illinois waterway in 1908 ap- 
proved by a constitutional amendment 
rather than by approval of a legislative act 
increasing the state debt. 

* The building bond issue received more 
“yes” than “no” votes, but failed to meet the 
constitutional requirement of a majority of 
those voting for members of the General 
Assembly. At the same election, a Korean 


veterans’ bonus bond issue was more soundly 


defeated, receiving more “no” than “yes” 
votes. 
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way bonds which have subsequently 
been retired. Although the state’s gen- 
eral obligation debt is not excessive, 
the total debt, including the debt obli- 
gated by the sale of revenue bonds, is 
considerably larger. At the end of 
fiscal 1959, the total combined debt 
(direct and revenue bonds) amounted 
to $667,388,000, and only seven states 
had larger outstanding debts. Most of 
the revenue bond debt has been in- 
curred for the toll road program 
($441,279,000) .* 

It is clear that the state is not able 
to continue at its present level of serv- 
ices without some moves toward more 
adequate financing for the state gov- 
ernment. In the past, when there have 
been inadequate funds to meet all the 
agency budget requests, it has been the 
practice to eliminate requests for build- 
ing appropriations first. When the 1959 
General Assembly approved a budget 
approximately $75 million out of bal- 
ance, it was the state’s building pro- 
gram that was “frozen” by the gov- 
ernor in an attempt to bring the budget 
back inte balance. As a practical mat- 
ter, building costs, unlike appropria- 
tions for public employee salaries or 
other operating expenses, provide the 
only sizable area where governmental 
expenditures can be deferred. With 
building needs taking a lower priority 
on the demands for governmental ap- 
propriations, it is not unexpected to 
find that attempts are made to finance 
buildings by ways other than current 
state appropriations. 


*Data on the state debt are from U.S. 
Bureau of the Census, Compendium of State 
Government Finances in 1959 (Washington: 
Government Printing Office, 1960). 


There is little disagreement that the 
buildings to be financed by the 196 
universities and welfare bond issues are 
needed. The most vociferous organizec 
opponents to the bond issue agree tc 
the need for additional university 
buildings to handle the rapidly increas; 
ing student enrollments and for addii 
tional welfare buildings to alleviate the 
overcrowding and the general building 
deterioration. With fairly general agree- 
ment on the need, the main issue con- 
cerns the method of financing the 
buildings. 

Two alternative courses of action lie 
ahead for Illinois in seeking a solution 
to the state’s capital construction prob- 
lems. One would be to raise additional 
tax money and generally continue a 
pay-as-you-go method of financing; the 
other would be to accept a pay-as- 
you-use philosophy, which would neces- 
sitate an increase in the state’s debt 
under either a revenue or a general 
obligation bond program. Pay-as-you- 
use would be more costly because of 
the additional interest costs, an impor- 
tant point in the campaign of the 
bond issue’s opponents. 


Pay as You Go 


If the pay-as-you-go philosophy is tc 
continue to guide the future financing 
of the state government, some signifi. 
cant changes must be made in the ta» 
structure. Even though some person: 
consider an amendment to the revenue 
article of the state’s constitution to be 
both desirable and necessary, sufficien 
revenue to permit pay-as-you-go fi 
nancing is obtainable by  statutor 
change alone. As Professor Glenn W 
Fisher has said, “ ... it is clear tha 


"= 


state and local taxes in Illinois are 
‘relatively low in relation to the tax- 
paying capacity of the state.” But he 
went on to say that “Virtually all state 
and local revenue comes from taxes 
which have been shown... to be 
highly regressive.”* 
_ Many political leaders feel that the 
property tax and sales tax (retailers’ 
occupation tax) have reached their 
political saturation points, with the pos- 
sible exception of an additional one- 
cent increase in the sales tax. A one- 
‘cent sales tax increase would mean that 
about $100 million additional revenue 
would be brought into the state treas- 
ury annually—if the General Assembly 
had provided for such an increase in 
1957, a sum adequate to finance the 
1958 building bond issue would have 
been raised by the time this is written. 
At the last legislative session, at- 
tempts were made to close loopholes in 
the sales tax, primarily pertaining to 
the taxation of certain service-type in- 
dustries. Most of these attempts were 
defeated, and the result was the un- 
balanced state budget. Consideration 
was also given to significant increases 
‘in the corporation tax and fees de- 
signed to bring in substantial sums from 
the industries of the state. These pro- 
posals were also defeated. Increases in 
the alcoholic beverages taxes were ap- 
proved and an increase in the cigarette 
tax adopted to finance a limited bonus 
for Korean veterans. Other taxes have 
been suggested but have not been seri- 
ously considered by the legislature. 


*Glenn W. Fisher, “Comparative Tax 
Burdens: Illinois and Other States,” Current 
Economic Comment, Vol. 21, No. 3 (Aug- 
ust, 1959), pp. 35 and 41. 
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These include nongraduated personal 
and corporation income taxes, which 
some legal experts consider to be per- 
missible under the present constitution. 
If the loopholes in the present tax laws 
were removed and the permissible new 
taxes adopted, sufficient money would 
be available for a pay-as-you-go financ- 
ing of the state government. However, 
Illinois would continue to have a 
highly regressive tax structure contain- 
Neither closing 
nor 


ing many inequities. 
loopholes, adopting new taxes, 
passing the bond issue will change the 
regressivity of the present system. Only 
a constitutional amendment would 
change this situation. 

Constitutional change comes hard in 
Illinois, and this is particularly true for 
constitutional revenue change. The 
present tax system was developed under 
the revenue article of the 1870 consti- 
tution. This article has been unchanged 
although several attempts for revision 
have been made. Starting in 1916, pro- 
posed revenue article amendments have 
been defeated six times. In addition, a 
completely revised revenue article was 
included in the proposed constitution 
defeated in 1922. Two of the attempts 
for change have come since the adop- 
tion of the 1950 gateway amendment, 
which liberalized somewhat the con- 
stitution’s amending procedure. An 
identical new revenue article was sub- 
mitted in 1952 and 1956 and was de- 
feated both times, but with a substan- 
tially less favorable vote in 1956. This 
proposed article would have generally 
liberalized the taxing power of the 
legislature but would have expressly 
prohibited the levying of a graduated 


income tax. Since 1956, more atten- 
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tion has been given to the question of 
the enactment of a state income tax, 
and at least one major and influential 
state organization, the Illinois Agricul- 
tural Association, has become “pro” 
income tax. The division among the 
state’s more powerful lobbying groups 
on the income tax question has become 
more marked than it was in 1956. Now 
most education, labor, and agricultural 
organizations favor an income tax, 
whereas the business and taxpayer 
groups are as opposed to such a tax 
as before. Both sides are better organ- 
ized now than before, and this seems 
to indicate that there is little likelihood 
for a compromise on a new revenue 
article in the near future. It is possible 
that strong support from a governor 
might get a compromise amendment 
through the legislature under these cir- 
cumstances, but it seems unlikely that 
either of the two major factions could 
attract the necessary votes to pass a 
constitutional amendment in a general 
election, i.e. either by the favorable 
vote of two-thirds of those voting on 
the issue or by a majority of those 
voting in the election. 

The adoption of a revised revenue 
article for the constitution is a long- 
range project, and it would be at least 
three years, and probably longer, before 
the revenue produced by a revised tax 
structure would. arrive in the state’s 
treasury. This is because 1961 is the 
earliest that the legislature could ap- 
prove a new revenue article for sub- 
mission to the electorate; the November, 
1962, general election would be the 
earliest that the voters could pass on 
the amendment; and the 1963 legis- 
lature would be the first that could 


enact new tax legislation under the ne . 
grant of power. Undoubtedly a longer 
period of time would be necessary be- 
cause of delays in the political and legis; 
lative processes, and it would not be 
unusual, judging from past experiences; 
for court litigation to hold up the effec- 
tive dates of most new taxes. Th 
point here is that although constitu- 
tional change may have much merit 
in the long run, little immediate help 
for the building needs of the univer- 
sities and welfare institutions can come 
from that action. 

As a result of the present stalemate 
on constitutional tax reform, it seems 
that the only immediate possibility for 
additional revenue and a solution to 
the state’s financial dilemma is either 
by statutory tax changes or by an in- 
crease in the state debt. 


Pay as You Use 


If tax revenues are not to provide 
sufficient funds for the building pro- 
grams of the state government, as now 
seems quite evident, then other revenue 
sources must be found. In other states 
faced with a similar problem, state 
building authorities have been estab- 
lished. ‘These authorities vary in detail 
from state to state, but in general a 
building authority is a state agency 
given the power to sell revenue bond: 
and to use the proceeds to construc! 
non - income - producing buildings fot 
other state agencies. The buildings are 
usually held in the name of the build. 
ing authority, and state agencies occu. 
pying the buildings pay rent from then 
regular operating appropriations to the 
authority, which uses this money tc 
retire the outstanding bonds. The ful 
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faith and credit of the state are usually for revenue bond financing where self- 
‘not pledged behind the bonds, and as a__ liquidating projects are involved.”? 
‘result, the rate of interest paid on Thus, a building authority has been 
revenue bonds must be higher than that ruled out in Illinois as an immediate 
paid on most general obligation bonds.’ solution to the pressing needs of the 
Legislation for a building authority Universities and welfare institutions. It 
has been considered in Illinois in the 18 possible in the future, however, that 
last four legislative sessions. Twice the nother governor might look on a 
ee eneral Assembly has passed enabling building authority proposal more favor- 
legislation only to encounter a guber- ably. The only immediate solution, 


natorial veto. In 1953, the governor ruling Cue pulang MOLES oe 
vetoed the legislation, stating: major tax revision, is the bond issues 


passed by the 1959 General Assembly 
and to be considered by the voters in 


November, 1960. 


It is my firm belief that the development 
of the physical plant of the State and its 
various agencies should not be more rapid 


than the State’s current ability to pay, The position of the bond issues pro- 
except in unusual or extraordinary circum- ponents, including the proponents of 
stances. the pay-as-you-use philosophy, was 


Moreover, since the revenue to be used : : 
. ae : : nicely summed up by the governor in 
in the retiring of the bonds will be derived y ee! S 


solely from State Appropriations it could * recent speech pertaining to the uni- 
very well be argued that this is the crea- Versities issue: 

tion of a debt of the State without the 
submission to the people as required by the 
Constitution.° 


The conclusion is simple and direct. We 
must build for now and the future, and the 
facts are inescapable — we have been build- 


In his 1959 veto message, the gover- ing to the full extent of our financial ability 


nor cited in his objection a court deci- “* # NS og SO 2000 SO SINT eae Ge) 
kept pace. We are losing the race. 


sion that he said held a similar act to eocathat treason hl aiccammended athe 
be unconstitutional. The court stated general assembly accepted, and the people 


that the earlier act violated the debt on November 8 will judge a recommended 


Jee . : $195,000,000 bond issue to help us catch up 
limitation of the state by increasing the Meter caine decdentibe and: -prenaee 


state debt without a vote of the people. 55, the future. 
The governor added, “.. . It should . . . [The people know] that the need for 
also be pointed out that provision new college and university buildings is 
greater than any one session of the general 
assembly, any one biennial appropriation, 
°>For a more detailed discussion of the can pay for. Most of us, I know, would 
public policy questions of a building author- like to build our homes and pay cash for 
ity in Illinois, see Gilbert Y. Steiner, “A them, but most of us borrow to build. That 
State Building Authority: Solution to Con- is what is suggested here. 


already exists in the statutes of Illinois 


struction Needs?” Current Economic Com- And the point many miss in this proposal 
ment, Vol. 17, No. 1 (February, 1955), is the fact that the bonds can be retired 
pp. 22-30. — 

®Veto of Senate Bill No. 48 (July 7, 7™Veto of Senate Bill No. 197 (July 14, 


1953), Veto Messages of Governor William 1959), Veto Messages of Governor William 
G. Stratton, 1953, p. 8. G. Stratton, 1959, p. 11. 
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under the proposal, and should be, through 
using the general revenue money which 
ordinarily would be appropriated over a 
long period of years to our state univer- 
sities for piecemeal, and inadequate build- 
ing, making unnecessary the imposition of 
any new tax. 

The governor had included a recom- 
mendation for the passage of the bond 
issues in his budget message to the 1959 
legislature, and this legislation passed 
with little opposition. The universities 
bond issue enabling legislation was 
amended to increase the total amount 
of the bond issue, but this was the only 
significant change from the original 
gubernatorial recommendation. As en- 
acted, the bond issues legislation does 
not spell out the buildings to be con- 
structed or a schedule for the distri- 
bution of moneys among the various 
universities or among the individual 
welfare institutions.’ In the case of the 
universities, informal agreements were 
made on the interuniversity distribution 
prior to the passage of the enabling 
legislation, but these agreements were 
not incorporated in the legislation. The 
1958 bond issue did spell out the dollar 
distribution between the universities 
and the Department of Public Welfare. 
If the 1960 bond issues are successful, 
the legislature will make individual ap- 
propriations for each building as it does 


*Commencement address by Governor 
William G. Stratton, Edwardsville Campus, 
Southern Illinois University, June 14, 1960. 

* Among the details in the bond legislation 
are provisions for a special ex officio board, 
composed of the governor, state treasurer, 
and attorney-general, to administer the sale 
of the bonds. The legislation also provides 
that the bonds to be issued are not to yield 
more than 4 percent interest and are to be 
made payable in 25 years. The money re- 
ceived from the sale of the bonds is to be 
placed in a special fund in the state treasury. 


for a building financed directly fro 
the general revenue fund. 


Bond Repayment 


The Illinois constitution, in author- 
izing referenda on increases of th 
state debt over the constitutional limit 
provides that a specific “irrepealable” 
tax source must be provided to retire 
the bonds. In the 1960 referenda, 
as in that of 1958, the source cited is a 
“direct annual tax upon all real and 
personal property in this State... .” 
The statute goes on to provide in effect 
that if there are sufficient funds in the 
general revenue fund to retire the bonds 
and pay the interest, then the state 
property tax can be reduced by that 
amount. Much of the opposition to the 
two bond issues is centered on the pos- 
sibility of the imposition of a state 
property tax, a tax that, although per- 
mitted, has not been imposed since the 
adoption of the sales tax in 1933. The 
proponents of the bond issues say that 
there is no likelihood of a state property 
tax, as it would be “political suicide” 
for the legislator or governor who re- 
introduced the unpopular tax at the 
state level. 

In the six bond issue referenda sub- 
mitted and passed prior to 1958, the 
state property tax was pledged in al 
cases but only as an alternate source of 
funds to retire the bonds. The excep 
tion, the 1922 veterans’ bonus, was sup: 
ported by the state property tax unti 
1933; payments after that date were 
financed from the sales tax revenue 
under statutory authorization that “nc 
such direct annual tax shall be leviec 
for any years in which a sufficien 
amount of money from other source 
of revenue has been appropriated anc 


‘set apart'to pay the interest... 
also to discharge the principal... .” 
For the other five successful bond issue 
referenda, the property tax was a sec- 
ond authorized source of revenue, but 
in fact was never levied specifically for 
that purpose.” 

On this point the official explanation 
that will accompany the notice of the 
1960 referenda will read in part: 


In order that this Bond Fund contain 
sufficient moneys to meet the required 
payments, the General Assembly is author- 
ized to direct the transfer, from time to 
time, of State funds from the General 
Revenue Fund to this Bond Fund. The 
General Revenue fund is supported by a 
major portion of the tax revenues of the 
State. If the General Assembly should fail 
to direct such transfers of funds, then Sec- 
tion 6 of the Act, which levies a property 
tax upon all real and personal property in 
this State subject to taxation will be in full 
force and effect. The proceeds of this tax, 
if levied, shall be paid into this Bond Fund 
for the purpose of making payments of the 
principal and interest on the bonds. How- 
ever, if sufficient money has been trans- 
ferred from the General Revenue Fund to 
this Bond Fund to meet the required pay- 
ments, then no tax levy will be necessary 
and none will be made. 


Supporters and Opponents 


Although the campaign for the 1960 
bond issues is just getting under way, 
the interested parties are already un- 
dertaking a campaign that obviously 
will be more extensive than the 1958 
campaign. In 1960, because of the sep- 
aration into two bond issues, there will 
actually be two separate campaigns. It 


10 The bond issue for the Illinois Waterway 
approved by constitutional amendment in 
1908 and actually authorized in 1915 was 
also financed by the state property tax until 
1933. 


and \ 
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is likely that this will influence the 
election result, but it is too early even 
to venture a guess on the effect of this 
division. Several state-wide organiza- 
tions, including business and_ labor 
groups, have endorsed both bond issues, 
as they did in 1958. Some educational 
organizations have restricted their en- 
dorsements to the universities issue, and 
some organizations concerned with 
mental health and related fields have 
restricted their support to the welfare 
issue. Many other organizations have 
taken no public position, and it would 
take a detailed investigation to deter- 
mine whether this is because, as a mat- 
ter of organizational policy, they do not 
go on record on such matters, or whether 
silence indicates a division of opinion 
within the organization on the question 
of endorsement. Moreover, it is not 
clear whether the several organizations 
already endorsing the bond referenda 
support both the purpose of the issue 
and the method of financing, or whether 
the need for the buildings in their 
opinion overrides the financing consid- 
erations. 

As in 1958, leading the opposition is 
the Illinois Agricultural Association, the 
Illinois affiliate of the National Farm 
Bureau. In its official statement in op- 
position, the organization said: 

The Illinois Agricultural Association rec- 
ognizes the need for additional buildings 
at these institutions. However, the Associa- 
tion favors a pay-as-you-go program rather 
than a bond issue. A pay-as-you-go pro- 
gram will eliminate the heavy interest bur- 
den, remove the possibility of a state prop- 
erty tax to retire the principal and interest, 
and preserve the credit of the State for 
future emergencies. 

... The changes in the state revenue 
system advocated by the Illinois Agricul- 


tural Association will provide, on a more 
equitable basis, the revenue needed for 
these buildings and facilities as well as the 
additional revenue needed by the State and 
local units. 

No other influential state-wide organi- 
zation has publicly gone on record in 
opposition to the bond issues. 


Voting on Referenda 


The two 1960 bond referenda are 
relatively simple and do not involve 
broad economic or social issues. In 
effect, the question being put to the 
voters is, Are you willing to permit the 
state debt to be increased to support 
additional buildings for your state gov- 
ernment? A basic question that will not 
be raised during the campaign is 
whether the voters should be asked to 
decide even a relatively simple question 
of this- type. The voters undoubtedly 
can decide whether they want to in- 
crease the state’s debt on a pay-as-you- 
use basis, but many persons feel that 
they are hardly in a position to make 
an objective determination on the need 
for additional buildings. Although stu- 
dents of government might question the 
wisdom of placing this type of question 
before the voters, the constitutional pro- 
vision for voter approval of an increase 
in the state debt has long been an ac- 
cepted requirement in Illinois, although 
not widely used. : 

Referenda have not been extensively 
utilized in Illinois to establish state pub- 
lic policy. The constitution does not 
provide for legislation by the initiative 
and referendum, as is the case in many 
states, and in general, few constitutional 
amendments and referenda on bond 
issues are submitted to the voters in this 
state. Non-binding public policy ques- 
tions can be placed on the ballot by 
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petition, but no such questions hav 
been placed before the voters sinc¢ 
1938. Recently, with the passage o 
the gateway amendment, a few more 
constitutional amendments have beer 
submitted to the electorate, but as pro: 
vided in the constitution, there can be 
amendments to only three articles o 
the constitution at any one general elec? 
tion. Over-all, the Illinois voter does 
not expect to have to consider, and has 
not in fact had placed before him, the 
variety and multiplicity of public ques: 
tions found in several other states.** Ii 
was most unusual for as many as five 
separate state questions to be on the 
ballot in 1958;?? in 1960 the more 
normal situation will be found, with 
only two state-wide questions — the twc 
building bond issues — on the ballot. 


Requirements for Passage 


State-wide bond referenda in Illinois 
present certain problems to the sup. 
porters of the issues involved, as well a: 
to the voters.** One of the major prob: 
lems is the requirement that a bonc 
referendum must receive the favorable 


“In November, 1956, for example, th« 
voters in the several states were asked t 
decide over 250 separate questions. Onl 
two of this total were placed before thi 
voters in this state. 

™“ The five issues in 1958 were two bon 
issues (the building bond and Korean bonu 
issues), two constitutional amendments, an 
one amendment to the state banking act. / 
special constitutional provision makes i 
mandatory that all amendments to the bank 
ing act be submitted to the voters for ap 
proval. In 1958, the five issues were a smal 
part of the more than 200 issues submitte 
nationally. 

* Among the problems is the method c 
placing the issue before the voter on Electio 
Day. Generally, a referendum is now pre 
sented on a separate paper ballot, althoug 
different provisions are made for areas usin 
voting machines. 
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vote of a majority of those voting for 
members of the General Assembly in 
that election. Thus, the citizen who 
casts a vote for a member of the legis- 
lature and fails to vote for a bond 
referendum is in effect voting “no” on 
the bond issue. A person who failed to 
vote for either the legislature or the 
bond issue would not be counted either 
way in the final tabulation. But these 
people are not very numerous, primarily 
because of the party circle found on the 
Illinois ballot. A person marking the 
party circle is recorded as voting for all 
officers, including the members of the 
General Assembly, and as a result very 
few people who go to the polls are 
counted as not voting for the General 
Assembly. In 1958, only about 6 per- 
cent of the voters going to the polls 
failed to vote for the legislature. In 


contrast, over 20 percent of those going © 


to the polls failed to vote on the bond 
referendum. 

An analysis of the 1958 vote shows 
that if 35 percent of those who voted 
for the General Assembly but failed 
to vote on the bond issue had cast a 
“yes” ballot, the bond issue would have 
passed. In 1958, 689,393 of the 3,427,- 
278 going to the polls failed to vote on 
the building bond issue; of this total, 
472,023 voted for members of the Gen- 
eral Assembly. The issue received 
1,461,701 “yes” votes but needed 143,- 
254 more to pass. There was consider- 
ably more non-voting in the downstate 
area than in Cook County. The pro- 
ponents of the two 1960 building bond 
referenda face a more difficult non- 
voting problem. Because 1960 is a pres- 
idential election year, it can be expected 
on past experience that about a million 
more voters will go to the polls than in 


oe 


1958, and that most of them will be 
attracted primarily by the presidential 
race. Unless these additional voters 
have become well informed during the 
campaign, they can be expected as a 
group to overlook the separate ballots 
with more frequency than the regular 
voters who participate in off-year 
elections. 

In the 1958 vote, 64.6 percent of the 
yes” votes on the building bond issue 
came from the voters in Cook County 
in contrast to the downstate area where 
the issue received considerably more 
“no” than “yes” votes. In only two 
downstate counties (DuPage and Jack- 
son), did the issue receive the favorable 
majority of those voting for members 
of the General Assembly. In 14 other 
counties, the issue received more “‘yes” 
than “no” votes, whereas in the remain- 
ing 85 counties, the issue received more 
“no” than “yes” votes. In the case of 
the last group, it should be noted that 
most of the counties included have 
small populations. In the final analysis, 
it is only the state-wide vote, rather 
than individual county votes, that de- 
termines the success or failure of the 
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*% A comparison of the 1958 voting be- 
havior on the building bond issue with that 
on the Korean veterans’ bonus is most inter- 
esting. State-wide, the Korean issue was 
more soundly beaten than-was the building 
issue. The voting pattern on the two issues 
was almost directly opposite; the major sup- 
port for the Korean issue came from down- 
state, whereas the major support for the 
building issue came from northeastern Illi- 
nois. State-wide, the Korean issue received 
a majority vote of those voting for the 
General Assembly in 46 counties, more 
“yes” than “no” votes in 35 counties, and 
more “no” than “yes” votes in only 21 
counties, but including the populous counties 
of Cook and DuPage. 
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Another obstacle to the passage of 
the 1960 issues is the apparent recent 
tendency for the voters in Illinois and 
elsewhere to defeat referenda, especially 
bond issues. Unfortunately, there are 
no comprehensive data available to per- 
mit a detailed analysis of this tendency 
that has been emphasized by the press. 
In Illinois, it is a fact that the voters 
have recently been defeating constitu- 
tional amendments with more . fre- 
quency. All amendments proposed since 
1954 have been defeated, but it is not 
clear whether this is due to the contents 
of the proposed amendments or 
whether it is due to a voter tendency 
to vote “no” on all issues. At the local 
level in Illinois, there has been no wide- 
spread tendency to defeat school bond 
issues, for example. A recent survey 
by the Illinois Education - Association 
shows that in the 211 school bond issues 
submitted to the voters in the one-year 
period from November 1, 1958, to 
October 31, 1959, 178 (or 84 percent) 
were approved. If the dollar value of 
the bond issues involved is considered, 
82 percent were approved. The com- 
parable percentage figures for the two 
previous years do not vary significantly 
from those for the 1958-59 survey. Un- 
fortunately, state-wide data are not 
available for other local government 
bond issues.*° The only conclusion that 
one can reach is that if there is a nega- 
tive trend in recent voting behavior, it 
seems unlikely that the trend alone.will 


*From a 1953 survey, it would appear 


that municipalities have less success than 
schools in bond issue referenda. See Gilbert 
Y. Steiner, ‘“Municipal Tax Referenda and 
the Political Process,’ Current Economic 
Comment, Vol. 15, No. 1 (February, 1953), 


p. 5. 


Ing issue, and do not pretend to provide 


determine the outcome of the 1960 
Illinois building bond referenda. The 
relative success of the campaigns of the 
proponents and opponents will probably 
be more influential. 


Questions Unanswered After 
the Referendum 


In November, 1960, the Illinois 
voters will answer the question whether 
the state debt is to be increased to per- 
mit the construction of buildings at the 
state universities and welfare institu- 
tions. Many other questions involving 
state fiscal policies, however, will be, 
unanswered after the election returns’ 
have been counted. Some of these ques- — 
tions are: 

If the bond issues pass, will this — 
mean that the voters approve both the | 
need for the buildings and the bond © 


issue method of financing them? Or — 


that the need for the buildings overrides 
any other consideration, including a 
major tax reform? 

If the bond issues fail, will this mean 
that the voters disapprove both the 
buildings and the method of financing 
them? Or will it mean they are regis- 
tering disapproval of only one of these 
factors? 

Unfortunately, when a referendum 
question is put before. the voters, it is 
impossible for all the alternative public 
policy issues involved to be answered. 
Bond issue referenda are usually de- 
signed to provide an answer to a press- 


answers to broad public policy ques- 
tions. After the election, however, some | 
political leaders undoubtedly will try to 
draw conclusions about the answers to. 
questions that were not asked. 
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Monetary Policies and Investment 


in Housing* 


G. WALTER WoopwortTH 


Professor of Finance, University of Illinois 


THERE IS WIDE disagreement on the 
influence of monetary policy both in 
general and in regard to particular 
sectors of the economy. The object of 
this paper is to examine this question 
anew with special reference to the area 
of residential construction. Several re- 
lated questions arise. What special 
features of housing and the mortgage 
market have a bearing on the problem? 
What is the theory of monetary man- 
agement as applied to residential con- 
struction? How does the postwar build- 
ing cycle compare with the general 
business cycle, and how can one explain 
the typical countercyclical relationship? 
How has federal regulation of mortgage 
credit influenced residential construc- 
tion? And lastly, should the interest 
rate ceilings on federally underwritten 
mortgages be removed? Answers to 
these and other ancillary questions are 
undertaken in the paragraphs that 
follow. 


Economics of Housing 


In summarizing the economics of 


* Adapted from a paper given at the 
Third Annual Conference on Savings and 
Residential Financing, Chicago, May 15, 
1960. 


housing, one should first note that resi- 
dential construction occupies a highly 
significant position in the economy. A 
quick survey of relevant statistics in the 
dozen years since 1948 reveals that 
private nonfarm residential construc- 
tion accounted for somewhat more than 
50 percent of total private construction, 
about 30 percent of gross private do- 
mestic investment, and approximately 4 
percent of gross national product. Fur- 
thermore, large additional expenditures 
were associated with residential con- 
struction — consumers’ durable equip- 
ment such as stoves and refrigerators, 
public construction of utilities, and pri- 
vate development of stores and shop- 
ping centers.* 

Housing is by nature one of our 
longest-lived products. With a housing 
inventory of some 57 million units, cur- 
rent output amounts to only about 2 
percent of the existing stock, and the 
average life span of houses is in the 
vicinity of a half-century. Housing is 
also characterized by immobility — de- 
spite the fact that the lowly house 


*See Leo Grebler, “The Role of Residen- 
tial Capital Formation in Postwar Business 
Cycles,’ Conference on Savings and Residen- 
tial Financing, 1959 Proceedings. 
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trailer has changed its spots and has 
become a mobile home. Consequently, 
the economic performance of housing 
resembles in many respects that of a 
fixed-supply good. That is, a large in- 
crease in demand may bring a sharp 
rise in prices and rents before new con- 
struction can relieve the pressure; con- 
versely, a substantial decline in demand 
may lead to large reductions in prices 
and rents as vacancies mount and over- 
hang the market. The long-lived na- 
ture of the product also sets the stage 
for wide cyclical swings in residential 
construction. In the event of a heavy 
drop in income, as in the 1930’s, people 
can get along for several years with 
little addition to the stock of housing. 
Later on, construction may reach boom 
proportions in order to meet accumu- 
lated demands. 

Another feature of housing is high 
value per unit. The purchase of a 
home is the most important economic 
decision that the typical family makes 
—one that is the culmination of long 
planning and that commits the bulk of 
lifetime savings to a specific investment. 
Moreover, the high value of a home in 
relation to family income and savings 
means that most purchases depend 
heavily on credit. In recent years about 
three-fourths of total expenditures on 
residential construction has been fi- 
nanced by mortgage borrowing. 

The residential housing boom since 
the second World War has rested on 
the basic factors of high real income, 
rapid household formation, increased 
migration, and the small addition to 
housing during the two preceding dec- 
ades of depression and war. Cyclical 


swings in residential construction | 
against this strong backlog of demand 
appear to have occurred in large meas-. 
ure as a consequence of the degree of 
availability of mortgage credit. Varia-. 
tions in personal income have played a 
less important role. Owing to the mod- 
erate character of recessions, consumers: 
have maintained confidence in the long: 
future and have proceeded apace with: 
home building when acceptable financ-. 


ing could be arranged. 


Features of Housing Mortgage Mee 


The principal features of the postwal 
residential mortgage market are also: 
relevant to monetary policies. The pri- 
vate sector has two broad. divisions: 
(1) government-insured or -guaranteed. 
mortgages, and (2) conventional mort- 
gages. The FHA-VA division is char- 
acterized by lower down payments and 
longer terms for the financing of rela- 
tively small homes for moderate-income 
families. Thus, it is essentially margi- 
nal in nature. This division is alse 
marked by government regulation of 
maximum interest rates and by sub- 
stantial or complete protection of lend- 
ers against credit risk. On the other 
hand, conventional mortgages are char; 
acterized by higher down payments i 
shorter maturities. Interest rates aré 
freer to move in response to changes in 
the capital markets. Even so, rates or 
conventional mortgages change slug: 
gishly, and the usury laws of elever 
states, including New York, set a 6 per: 
cent ceiling. The conventional divisior 
accounts for about three-fifths of ths 
increase in outstanding residential mort 
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_gages; FHA and VA mortgages ac- 


4 and (4) a relatively stable price level. 
_ count for the remaining two-fifths. 


Each of these individually represents a 


Another feature of the mortgage 
market is the significant role of forward 
‘commitments. Definite financing ar- 
_rangements must precede actual con- 
struction. In the typical case, the lend- 
ing institution agrees to the amount and 
terms of the mortgage loan some six to 
nine months before complete disburse- 
ment of the proceeds. There is a nat- 
ural tendency for lenders to make 
over-commitments during periods of 
plentiful credit with the result that dif- 
ficulties are later encountered in pro- 
viding the funds when the money and 
capital markets have tightened. This 
situation fosters instability in residential 
construction. The appreciable lag be- 
tween commitments and construction 
also complicates the timing problem of 
monetary authorities. 

Still another feature of the mortgage 
market is its close relation to the polit- 
ical scene. Since the early 1930's, gov- 
ernment subsidies and regulations have 
always been important, and sometimes 
dominant. This feature is doubtless a 
permanent one, not merely a passing 
phase. Every politician understands 
the emotional appeal of home and fam- 
ily, and most of them will exploit this 
appeal in their vote-getting efforts. 


Objectives of Monetary Management 


Few people seriously quarrel with the 
broad monetary goals so frequently re- 
iterated by the Federal Reserve Board 
since the Treasury-Federal Reserve Ac- 
cord in 1951, namely, (1) high-level 
employment and production, (2) busi- 
ness stability, (3) economic growth, 


laudable aim. However, disagreements 
do arise with respect to the proper 
weighting of these goals. Perhaps the 
most heated controversy in recent years 
has been the alleged conflict between 
full employment and a stable price 
level. One school of thought, which 
includes the Board of Governors, takes 
the position that there is no serious in- 
consistency if full employment is re- 
alistically defined. On the contrary, 
others believe that a real conflict exists 
— that a choice must be made between 
unemployment and price stability on 
the one hand and full employment and 
price inflation on the other. There is 
also sharp disagreement in regard to 
whether monetary measures can be ag- 
gressively used to promote economic 
growth without at the same time pro- 
ducing an undesirable rise in commod- 
ity prices. Despite these and other 
differences of opinion, one is most im- 
pressed by the wide area of agreement 
with respect to monetary goals. 

A significant forward step in defining 
proper monetary objectives grew out of 
the era of Federal Reserve support of 
government bond prices prior to the 
Treasury-Federal Reserve Accord in 
March, 1951. During this period the 
Federal Reserve was powerless to use 
its traditional instruments effectively to 
restrain the sharp rise of prices. At 
long last it became apparent that a 
sound dollar was far more important 
than a low interest rate ceiling, that 
artificially easy money was not in har- 
mony with a stable price level, and that 
variation in interest rates was a neces- 
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sary feature of effective monetary 
management. ; 


Application to Residential 


Construction 


The effects of monetary policies on 
residential construction can best be 
considered in two divisions: (1) those 
that are general throughout the econ- 
omy; and (2) those that have a unique 
impact on residential construction as a 
consequence of laws, regulations, and 
other institutional characteristics. 


General Effects 


In general, monetary policies are 
made effective by changing the amount 
and cost of reserve money to commer- 
cial banks. More specifically, this is 
done by Reserve Bank purchases or 
sales of United States securities, by 
raising or lowering member bank re- 
serve requirements, by raising or lower- 
ing Reserve Bank discount rates, and 
at times by rationing Reserve Bank 
credit to member banks. 

Consider for a moment the effects 
of a tight monetary policy. First, a 
fringe of borrowers in many sectors of 
the economy will demand less credit at 
the higher rates. Some will react to the 
increased current cost of credit; others, 
who expect rates to decline, will defer 
projects and borrowing until a later 
date. Still others will postpone or give 
up new construction because of the de- 
pressing influence of high interest rates 
on the prices of existing income-bearing 
properties. That is, they will buy exist- 
ing houses instead of building new ones. 

Second, the decline of bond prices 
associated with the rise of interest rates 
will reduce the supply of loan money. 


Banks, life insurance companies, an 
other lending institutions will be reluc- 
tant to sell bonds at a loss in order to: 
make loans for construction and other 
purposes. 

Third, banks and other lending in- 
stitutions, confronted with a scarcity of! 
reserves, will ration credit, including; 
mortgage credit, by raising credit stand-. 
ards. New loan applications which em-. 
body high risks, or which are otherwise 
undesirable, will be wholly or partly, 
refused. Pressure will also be applied 
to liquidate marginal credits in all loan 
categories. As applied to real estate 
loans, higher standards will take the 
forms principally of more conservative 
appraisals, larger down payments, and 
shorter maturities. An increase in the 
owner’s equity requirement will pre- 
clude building by all families that 
have not accumulated the necessary 
amount of savings. Shortening maturi- 
ties will exclude families whose incomes 
are insufficient to meet higher instal- 
ment schedules. Both these methods of 
tightening terms are more effective in 
eliminating marginal borrowers. than 
raising interest rates within the legal or 
conventional range. 

Thus, tight money conditions operate 
on both the demand and supply sides 
to curb an inflationary boom. The im- 
pact of restraint falls most heavily on 
those sectors that are responsive to re- 
duced availability and increased cost of 
credit — residential construction, othe1 
private construction, and capital out- 
lays of state and local governments. 

Fourth, the monetary aspects of tight 
money conditions need to be under. 
scored. To the extent that curtailment 
of bank loans and investments take: 
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Chart 1. Private Nonfarm Dwelling Starts and Industrial Production, 1951-60 
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tion, Federal Reserve Board. 


place, the amount of money is corre- 
spondingly reduced. It is important that 
the initial expenditures associated with 
a new increment of loans be forestalled. 
But far more important, the succeeding 
waves of spending the newly created 
increment of money — that is, the ve- 
locity effects — are also intercepted. 
Last, a tight money policy pro- 
claimed and enforced by the Federal 
Reserve deters spendings for output by 
its effect on expectations. When the 
monetary authorities display coura- 
geous determination to curb an infla- 
tionary boom, many businesses trim 
spending plans in the belief that sooner 
or later monetary restraints will become 
effective. Sophisticated consumers re- 
act in the same manner, and their more 


sober attitude spreads to others. In 
turn, changes in consumer attitudes are 
recognized by management with the 
result that business spending plans are 
further moderated. Thus, a_ tight 
money policy may, by restraining ex- 
pectations, reduce both the amount and 
the velocity of money. 


Special Effects 


Analysis of the postwar relation be- 
tween residential construction and gen- 
eral business conditions reveals a 
marked countercyclical tendency. This 
is usually a surprise to the uninitiated 
who expect building activity to increase 
along with expanding incomes and to 
fall when incomes decline. This coun- 
tercyclical pattern is clearly evident 
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Chart 2. Private Housing Starts, Interest Rates, and Net Reserve 
Position of Member Banks 
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from Chart 1, which compares housing 
starts and industrial production since 
1951. Starts declined or moved side- 
ways during the prosperous years, 1953, 
1956-57, and 1959-60; they rose during 
the recession years 1954 and 1958. 
Thus, home building exerted a stabi- 
lizing influence on the economy as a 
whole. 


Effect of Credit Availability 
The question here arises: How are 
these countercyclical swings of residen- 


tial construction to be explained? Al- 
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though the situation is a complicated 
one, the controlling cyclical factor ap- 
pears to be the degree of availability of 
mortgage credit. In turn, one of the 
dominant influences on the availability 
of credit is the monetary policy of Fed- 
eral Reserve authorities. Support of 
this proposition requires analysis of 
relevant statistical data, to which we 
now turn. 

The top panel of Chart 2 brings out 
the fact that cyclical instability has 
centered principally in FHA and VA 
construction. In fact, owing to the 
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Chart 3. FHA and VA Housing Starts Compared with Excess of FHA and VA 
Interest Rates over AAA Corporate Bond Yields 
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arithmetic vertical scale of the chart, 
the instability of FHA and VA starts 
compared with conventional starts is 
visually understated. Conventionally fi- 
nanced starts have shown relative sta- 
bility, partly in compensation for fluc- 
tuations of the federally underwritten 
categories. 

The crux of the explanation of wide 
swings in FHA and VA mortgages is 
found in variations of their attractive- 
ness to investors compared with com- 
petitive forms of investment. These 
variations have arisen in large part 
from interest rate ceilings which federal 
laws and regulations have enforced. 
Study of Chart 2 reveals that when the 
yield of corporate bonds rose in rela- 
tion to FHA and VA rates, the number 


of housing starts usually declined — 
typically with a few months’ lag. In 
general, these were years of rising pros- 
perity — 1951-53, 1956-57, and 1959- 
60. Conversely, when corporate yields 
declined in relation to federally under- 
written mortgage rates, starts usually 
rose. These were periods of business 
recession — 1954 and 1958. A sharper 
view of these relationships appears on 
Chart 3, which compares FHA and VA 
housing starts with the excess of rate 
ceilings over yields on highest-grade 
corporate bonds. It is noteworthy that 
VA starts fluctuated more widely than 
FHA starts. This was largely in re- 
sponse to wider variations of the VA 
rate differential. 

Further light is thrown on the avail- 


Chart 4. Net Annual Changes in Residential Mortgages and 
in Corporate Bonds Outstanding 
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ability of mortgage credit by Chart 4, 
which shows the net flow of funds into 
residential mortgages and into corpo- 
rate bonds since 1950. A high degree of 
inverse correlation is evident between 
these competing forms of investment. 
The explanation lies mainly in the yield 
differentials just discussed. Institu- 
tional investors — notably life insur- 
ance companies and large savings 
banks — strive continuously to invest 
their current cash flow most advanta- 
geously. When yields on corporate 
bonds became more attractive, as in 
1956-57, new investment moved in 
that direction at the expense of mort- 
gage commitments. On the other hand, 
when corporate yields declined, as in 
1954 and 1958, funds moved into 
mortgages. 

A question may well be raised at this 
point in regard to the discounted values 
of federally underwritten mortgages. 
Why were rate ceilings an obstacle to 
the flow of money into mortgages when 
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the lender could realize a higher effec- 
tive rate by discounting the borrower’s 
note? The answer is that the discount- 
ing process failed as a substitute for 
free rates for two reasons. First, the 
amount of discount was limited until 
April, 1958, by FHA and VA regula- 
tions so that mortgage yields were still 
less attractive than yields of competing 
alternative investments; and _ second, 
lenders and borrowers disliked to deal 
with each other on a basis of discounts 
from face value, especially when dis- 
counts exceeded 3 or 4 percentage 
points. However, this practice of dis- 
counting did permit a larger amount of 
FHA and VA financing than would 
have occurred in its absence. 

This brings us more specifically to 
the impact of monetary policies on the 
flow of money to the mortgage market. 
The influence of Federal Reserve oper- 
ations is brought to bear through the 
amount of reserve money made avail- 
able to member banks, and through the 
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level of Reserve Bank discount rates; in 
short, through the availability and cost 
of reserve credit, both of which strongly 


affect the level of open market interest 


~ icies. 


rates. These relationships are set forth 
in Chart 2. The net reserve position of 
member banks is shown as the best 
single reflector of Federal Reserve pol- 
This series is the difference be- 
tween member bank excess legal re- 
serves and member bank borrowings at 
Reserve Banks. That is, its value is 
positive in the form of “net surplus 
reserves’ when excess reserves exceed 
borrowings; its value is negative in the 
form of “net borrowed reserves” when 
excess reserves are exceeded by borrow- 
ings. When net surplus reserves rise 
and become substantial in amount, an 
easy money policy is being implemented 
by the Federal Reserve System; interest 
rates decline to low levels, as in 1954 
and 1958. On the other hand, when 
net borrowed reserves rise and become 
substantial, a tight money policy is be- 
ing enforced; interest rates rise to rela- 
tively high levels, as in 1952-53, 1956- 
57, and 1959-60. 

Another evidence of Federal Reserve 


- policy is the Federal Reserve Bank dis- 


count rate, also shown in Chart 2. In- 
spection reveals that discount rate 
changes were used in close coordina- 
tion with other instruments of control 
to establish the desired tone in the 
money market. More specifically, tight 
money policies were implemented by 
forcing member banks to borrow re- 
serves at rising discount rates, as in 
1953, 1955-57, and 1959-60. Easy 
money policies were effected in 1954 
and 1958 not only by creating net sur- 
plus reserves, but also by lowering the 
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Reserve Bank discount rate. It is sig- 
nificant that Reserve authorities made 
prompter and more active use of the 
discount rate after 1955 than had been 
traditional. The rate was raised in 
April, 1955, and in September, 1958, 
while member banks still possessed net 
surplus reserves. Also, the discount rate 
was lowered in November, 1957, as an 
early signal of policy change, while 
member banks still had net borrowed 
reserves. These actions were in con- 
trast to the rather passive utilization of 
the discount rate in former years. 

Thus, Federal Reserve policies have 
had a strong impact on the volume of 
residential construction by influencing 
the availability, and to a lesser degree, 
the cost of mortgage loans. In turn, the 
availability of mortgage money has 
been governed largely by the degree of 
tightness or ease in the money market, 
which has been importantly affected by 
the net reserve position of member 
banks and by the Reserve Bank dis- 
count rate. 


Federal Regulation of Mortgage Credit 

Apart from the subsidies embodied 
in federal mortgage programs and the 
fixing of rate ceilings, little has thus 
far been said about federal regulation 
of mortgage credit. This has been in- 
tentional since the heart of the expla- 
nation of fluctuations in housing starts 
lies in availability of mortgage credit 
as just discussed. But federal regula- 
tions have continuously, and sometimes 
importantly, modified housing activity. 

The housing boom of 1954-55, as 
Chart 2 shows, centered in VA con- 
struction. An increase in the VA rate 
ceiling and more liberal mortgage terms 


ae CURRENT ECONOMIC COMMENT 


were mainly responsible. Also, the 
Housing Act of August, 1954, liberal- 
ized FHA regulations. 

The years 1956 and 1957 provide 
an interesting illustration of federal reg- 
ulations working at cross purposes. 
FHA and VA rate ceilings combined 
with a tight money policy by the Fed- 
eral Reserve were largely responsible 
for a steep decline in FHA and VA 
starts. Various steps were taken to 
stem this decline and to stimulate con- 
struction, including lower down pay- 
ments, longer maturities, more liberal 
borrowing terms for savings and loan 
associations at Federal Home Loan 
Banks, and substantial increases in 
mortgage purchases by the Federal Na- 
tional Mortgage Association. Despite 
these and other stimulative measures, 
VA starts continued their downward 
course until the spring of 1958. FHA 
starts turned the corner at midyear 
1957, partly in response to an increase 
in the ceiling from 4% to 5 percent in 
October, 1956. 
and the Administration 
sought to combat the recession by the 
Emergency Housing Act of April, 1958, 
which embodied measures to promote 
residential construction. Both FHA and 
VA loan terms were liberalized and the 
Federal National Mortgage Association 
was authorized to purchase up to $1 
billion of FHA and VA mortgages. The 
sharp rise in FHA and VA starts dur- 
ing the second and third quarters of 
1958 was spurred by FNMA’s pur- 
chases at par as well as by the fact that 
federally underwritten mortgages be- 
came highly attractive investments as 
the yield differential widened. 

Again in 1959-60, as in 1956-57, 


Congress 


there was a disposition to stimulate res- | 
idential building during a period when | 
the Federal Reserve was attempting to_ 
maintain a tight money market. The 
exceedingly liberal terms established in 
1958 to foster recovery were perpetu- 
ated and in some respects were even 
further liberalized — notably in con- 
nection with financing trade-in housing, 
with the size of FHA-insured mort- 
gages, and with secondary market op- 
erations of FNMA. Despite these steps, 
housing starts drifted downward from 
the peak in the first half of 1959, thus 
following their usual pattern during) 
periods of tight money. 


Should FHA and VA Rate Ceilings 
Be Removed? 


The foregoing analysis indicates that 
the presence of rate ceilings on FHA 
and VA loans was in large measure 
responsible for the heavy impact of 
monetary policies on the volume of res- 
idential construction. This raises the 
highly controversial question of 
whether these ceilings should be re- 
moved or retained. In the writer’s 
view, the evidence weights the balance 
heavily on the side of removal. 

A basic argument is on broad philo- 
sophic grounds, namely, that individual 
freedoms, both political and economic, 
should be maximized as much as pos- 
sible without infringing the rights of 
others. That is, in a free society there 
is a presumption against control and in 
favor of freedom. Controls are ac- 
cepted grudgingly and only when a 
convincing case can be made for their 
use. More specifically, mortgage rate 
ceilings, along with ceilings on Treas- 
ury bond rates and commodity price 
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_ fixing, are viewed as dubious depar- 
_ tures from free, competitive markets. 

Second, the feast or famine condition 
in the housing market, which is intensi- 
fied by rate ceilings, results in waste of 
resources. The bunching of demand 
leads to high-cost, inefficient construc- 
tion. Wage rates and material costs 
rise and more than offset lower interest 
costs. Standards of workmanship are 
difficult to maintain. Also, the long- 
run physical volume of construction is 
reduced. This is partly because of high 
costs and partly because residential 
building is at a disadvantage in com- 
peting for the consumer’s dollar, since 
it is most active in recessions when in- 
comes are reduced and is lowest in 
prosperity when incomes are high. Fur- 
thermore, fixed rates on mortgage loans 
have the effect of shunting funds to 
other areas during a tight money period. 
In particular, more money is made 
available to permit a business invest- 
ment boom, as in 1956-57. (See Chart 
4.) 

Third, rate ceilings unjustly cause 
residential construction to bear the 
brunt of tight money restraints. An 
- inequitable burden falls on all that are 
directly or indirectly dependent on the 
industry — whether they are laborers, 
enterprisers, or prospective homeown- 
ers. Not only is such a situation inequi- 
table, but it appears to be contrary to 
the basic intent of Congress in housing 
legislation, namely, to assist moderate- 
income families and veterans to own 
their homes and to have more adequate 
housing. 

Last, and doubtless most important, 
ceilings are undesirable since they call 
forth compensating government subsi- 


dies — temporary at first, but usually 
permanent in the end. Having estab- 
lished the ceilings, Congress is unwilling 
to face the harsh consequence of a dry- 
ing up in FHA and VA housing starts. 
Compensating steps have taken the 
forms of larger public housing pro- 
grams, government loans to veterans, 
liberalization of lending terms, and ap- 
propriations to FNMA for purchase of 
federally underwritten mortgages at par 
or at least at prices well above the 
market. Taken together, these various 
programs have constituted a sizable 
drain on the United States Treasury. 

The strongest argument for retention 
of rate ceilings is that they are largely 
responsible for the effectiveness of mon- 
etary policies — that if ceilings are re- 
moved, monetary instruments will lose 
much of their potency. This conten- 
tion grossly underestimates the breadth 
of impact of monetary policies. This 
issue is developed in the section that 
follows. 


Adequacy of Monetary Controls 
Without Rate Ceilings 


Although the FHA and VA rate ceil- 
ings have contributed to the effective- 
ness of monetary policies, there is little 
reason to believe that removal of ceil- 
ings would seriously impair monetary 
management and still less reason to be- 
lieve that such removal would weaken 
an integrated program of monetary- 
fiscal management. To begin with, 
even if ceilings were removed, residen- 
tial construction would remain as one 
of the most responsive sectors to mon- 
etary controls. Several reasons underlie 
this conclusion. One is the basic na- 
ture of housing —a long-lived con- 
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sumer good, the demand for which is 
both elastic and variable. Another is 
the fact that most building projects 
represent a large outlay and are mainly 
dependent on satisfactory mortgage fi- 
nancing arrangements in regard to in- 
terest costs, down payments, instalment 
payments, and maturities. A high in- 
terest rate is a deterrent not only as an 
element of cost in a long-term contract, 
but also as a depressant on prices of 
existing properties. More importantly, 
tight money reduces the availability of 
mortgage credit in various respects 
through stricter terms. For opposite 
reasons, low interest rates and increased 
credit availability encourage construc- 
tion. Another aspect is that the FHA 
and VA sectors represent marginal de- 
mands as related to both the income 
and the net worth of prospective home 
builders. Consequently, these sectors 
would experience materially wider cy- 
clical swings than the rest of residen- 
tial building even if rate ceilings were 
erased. Still further, free market mort- 
gage loan rates and regulated rates 
have the common feature of lagging 
many months behind corporate bond 
yields and other open market rates dur- 
ing periods of cyclical change. This 
means that mortgage financing would 
exhibit wide fluctuations even in a free 
market. To be sure, the swings would 
be more moderate than under present 
rate ceiling conditions. But mortgages 
would still draw a larger proportion of 
investible funds during easy money 
periods when their yield advantage 
would increase, and they would receive 
a smaller part of investible funds dur- 
ing tight money periods when competi- 


| 
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tive investment yields would become 
more attractive. 

Secondly, even if removal of rate. 
ceilings should appreciably reduce the 
response of real estate loans to mone-_ 
tary measures, there are marginal bor-_ 
rowers in all other loan categories. 
Changes in the cost of credit and the 
rationing of bank credit tangibly affect 
their operations. Hence, the effective- 
ness of monetary controls does not de- 
pend solely on the response of real 
estate loans made by commercial banks 
and other financial institutions. 

Thirdly, the influence of monetary} 
management is brought to bear not 
only by curtailment or encouragement 
of bank loans, but even more impor- 
tantly by changes in the stock of money. 
The rapid recovery from the 1958 re- 
cession was in large measure a conse- 
quence of increases in the amount of 
money, induced by liberal Federal Re- 
serve policies. Commercial banks used 
excess reserves to increase their invest- 
ment holdings by over $8 billion, 
thereby creating new deposit money. 
Again, the 1959-60 boom has been re- 
strained by curbing the amount of 
money. Bank loan expansion has been 
largely offset by reduction of invest- 
ments. 

Finally, the point should be under- 
scored that adequacy of Federal Re- 
serve powers cannot be realistically 
considered apart from fiscal and debt 
management policies. Federal Reserve 
actions to contain an inflationary boom 
cannot succeed in the face of heavy 
deficit spending by the federal govern- 
ment, and particularly if the Treasury 
creates more money by borrowing the 
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deficit from banks. Nor can Federal 
Reserve actions to spur business expan- 
sion succeed if negated by large federal 
surpluses, and especially if the Treas- 
ury reduces the money supply by re- 
tiring bank-held debt. On the other 
hand, if fiscal and monetary policies 
can be coordinated to form a well- 


integrated program of control, a rea- 
sonable degree of economic stability is 


within our grasp. These conclusions 
stand regardless of the presence or ab- 
senee of interest rate ceilings which 
become less than a major issue in this 


larger framework. 


Summary 


In retrospect, the impact of mone- 
tary policy on residential capital forma- 
tion may be summarized as follows: 


(1) Residential construction is sus- 
ceptible to wide cyclical fluctuations 
mainly because of two basic character- 
istics of housing, namely, long life and 
high unit cost. 

(2) High unit cost is chiefly respon- 
sible for the fact that about three- 


fourths of the expenditure on residen- 


tial construction since the second 
World War has been financed by mort- 
gage borrowing. 

(3) The most important single in- 
fluence on the housing cycle since the 
war has been the degree of availability 
of mortgage credit. 

(4) A striking feature of the postwar 
housing cycle has been its tendency to 
run counter to the general business 
cycle. 

(5) The countercyclical pattern of 
residential construction may be ex- 
plained largely by the lag of mortgage 
rates in relation to market yields of 
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corporate bonds and other competing 
forms of investment. This lag would 
exist under free market conditions, but 
it has been greatly accentuated by the 
interest rate ceilings imposed on FHA 
and VA mortgage loans by government 
authority. 

(6) Monetary policies have played a 
dominant role in the housing cycle be- 
cause of their influence on the cost and 
availability of credit. Easy money con- 
ditions during recessions have widened 
the yield differential between mort- 
gages and competing investments, so 
that the mortgage market has received 
a larger share of investible funds. Tight 
money conditions in prosperous years 
has had the opposite effect, and hous- 
ing starts have usually declined. 

(7) Interest rate ceilings on FHA 
and VA loans should be removed since 
they sharply intensify fluctuations in 
housing construction for moderate- 
This constitutes an 
inequitable burden on this sector. 


income families. 


(8) While interest rate ceilings un- 
questionably contribute to effectiveness 
of monetary policies, ceilings are by no 
means essential conditions to such ef- 
fectiveness. Monetary inanagement ex- 
erts a pervasive influence throughout 
the economy, and residential construc- 
tion would still respond, though not so 
violently, if ceilings were removed. 

(9) The effectiveness of a program 
of economic stabilization depends to a 
far greater extent on proper coordina- 
tion of monetary and fiscal manage- 
ment than on retention of interest rate 
ceilings. 

(10) The availability of mortgage 
credit will not necessarily continue to 
be the most important factor governing 
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the residential construction cycle in the 
years ahead. The postwar environment 
has been unique in the sustained 
strength of demand for new houses and 
in the moderate character of general 
business fluctuations. Confidence in the 
long-run future has been maintained 
to the point that consumers have been 
willing to move forward with building 
whenever mortgage money was avail- 
able on reasonable terms — even dur- 
ing conditions of recession when cur- 
rent incomes were somewhat reduced. 
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If during the 1960’s the demand for 
new housing subsides somewhat, if gen- 
eral economic cycles are more severe, 


and if rate ceilings on FHA and VA 


loans are removed, other factors affect-_ 


ing the housing cycle—the level of 
current income, the rate of household 
formation, asset liquidity, the vacancy 
rate, building costs, and so on — will 
become relatively more important. Un- 
der these conditions the influence of 
availability of credit would become rel- 
atively less important. : 


Significance of New Reserve Regulations: 
A Comment 


RONALD A. SHEARER 


Assistant Professor of Economics, University of Michigan 


IN A SHORT ARTICLE appearing in the 
February, 1, 1960, issue of Current Eco- 
nomic Comment, Professors Paul T. 
Kinney and James W. Leonard present 
an analysis of the significance of the 
changes in reserve regulations under 
Public Law 86-114. In addition to 
describing the provisions of the law and 
considering certain alternatives for the 
implementation of the new provisions, 
they propose to “. . . analyze the prob- 
able effects of the amendments upon 
economic conditions after the new rules 
are fully implemented.” At least three 
aspects of their analysis deserve critical 
comment: their unguarded and un- 
warranted imputation of deceptive be- 
havior on the part of officials of the 
Federal Reserve System in connection 
with Congressional consideration of the 
legislation; their misinterpretation of 
the basic “leverage” concept; and their 
overemphasis of the technical problems 
of adjusting to an assumed full imple- 
mentation of the effective reduction in 
reserve requirements made possible (but 
not mandatory) under the new law, to 
the complete neglect of what may prove 
to be the most important long-run con- 
sequences of the legislation. 


The Intent of the Changes 


Kinney and Leonard note that the 
bill, “partly sponsored by the Federal 
Reserve, . 
technical amendments of a noncontro- 
versial nature.” They argue that “far 
from being purely technical in char- 
acter [the changes] will increase member 
bank earnings without improving or 
necessarily affecting economic condi- 
tions: .'. . Itstisehot’ clear vif y the 
authors intend to accuse the Federal 
Reserve of misrepresenting the nature 
of the changes in the law, or the bene- 
fits which would accrue to member 
banks should the provisions be fully 
implemented in such a fashion as to 
lower effective reserve ratios. Such an 
accusation is implicit in the juxtaposi- 
tion of the observation on Federal 
Reserve sponsorship and the interpre- 
tation of floor strategy in Congress. It 
cannot, however, be supported. The 
testimony of officials of the Federal Re- 
serve was explicit with respect to the 
benefits member banks would derive 
requirements.* 


. . passed in the guise of 


lower reserve 


from 


1U.S. Senate, Member Bank Reserve Re- 
quirements, Hearings before the Committee 
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Moreover, the new provisions do not 
make a reduction in reserve require- 
ments either automatic or mandatory. 
Indeed, they only slightly broaden pre- 
existing and partially unused powers to 
reduce these requirements. 

The apparent decade-long policy of 
moving toward lower reserve require- 
ments might suggest that some reduc- 
tion in effective reserve ratios will 
accompany the implementation of the 
new provisions.” Such reductions as 
occur, however, should be considered as 
incidental to the implementation of the 
provisions, and not as a reflection of the 
main purpose or intent of the provisions. 
Lower effective reserve ratios can be 
expected only if such reductions are of 
minor consequence or if they reflect 
broader aspects of Federal Reserve 
policy. Although the amendments are 
consistent with a general policy of mov- 
ing toward lower effective reserve re- 
quirements, they are not an integral 
part of such a policy. We should keep 
the two issues largely distinct. 

The immediate matter of concern is 
the significance of the amendments per 
se. Kinney and Leonard, however, di- 
rect much of their criticism at the 
broader policy of lowering reserve re- 
quirements. Although there is conflict- 
ing testimony, it seems that the assump- 
tion that in general bank earnings were 
“too low” entered importantly into the 
decision to work toward lower reserve 


on Banking and Currency, 86th Cong., Ist 
Sess. (11959), p. 114. 

*The manner in which the first changes 
in the rules relating to reserve credit for 
vault cash were implemented did result in 
a slight lowering of the effective reserve 
ratio. 
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requirements over the past decade.? 
Kinney and Leonard challenge this as- 
sumption as “highly questionable” and 
further suggest that the level of bank 


earnings is not a proper matter of con- 
cern for the Federal Reserve System. 
The concept of a level of bank earn- 
ings which is “too low” is very difficult 
to define, much less to quantify. At 
least two interpretations can be offered, 
one relating to considerations of equity 


(a “fair” rate of return), and the other 


relating to the capital structure and 
size of the banking industry. If the 


level of reserve requirements has somé 


effect on bank earnings, then any 
change in the level of reserve require- 


ments should be reflected in the market 


price of bank stock. An increase in 


| 


reserve requirements would presumably 


reduce the earning capacity of the 
banking industry, and hence the wealth 
of existing bank stockholders. As with 
any problem of welfare economics, the 
problem of appraising the justice of any 
differential burden imposed on bank 


°U.S. Senate, Member Bank Reserve Re- 
quirements, p. 114. However, reference 
should also be made to the earlier state- 
ment that in none of the four postwar re- 
ductions in reserve requirements “. . . was 
a change in the level of bank profits a 
causal consideration.” This repudiation is 
followed, however, by a reiteration of the 
alleged difficulties of commercial banks in 
raising capital in the postwar period —a 
problem which the Federal Reserve officials 
associate in important part with the level of 
bank earnings. Some recent improvement in 
capital ratios is attributed to “more adequate 
earning ability,’ which in turn has presum- 
ably been influenced by lower reserve re- 
quirements. U.S. Congress, Employment, 
Growth and Price Levels, Hearings before 
the Joint Economic Committee, 86th Cong. 
Ist Sess. (1959), pp. 1777-80 and 1499-1500. 
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stockholders by such an increase in re- 
‘serve requirements is a complex prob- 
lem of social valuation. It involves not 
only the quantification of the burden in 
terms of wealth forgone, but also the 
estimation and valuation of the benefits 
derived by the community at large and 
by the banking industry (creditors of 
the community at large) as a result of 
restrictive monetary actions, as well as 
the differential impact of each of the 
policy alternatives which are open to 
the monetary authorities. It should be 
noted, however, that inasmuch as the 
earnings effect should be fully dis- 
counted in the market price of bank 
stock at the time of the change in re- 
‘serve requirements, and inasmuch as 
the existing stockholders at any subse- 
quent point in time may not be those 
who actually incurred the burden, once 
a level of reserve requirements has been 
established any burden in this sense 
must be considered as past history. The 
equity problem arises only at the time 
of the change in the level of reserve 
requirements. Once a level has been 
established it becomes part of the in- 
stitutional complex to which the capital- 
ization of the industry will adjust. Any 
contemplated reduction in reserve re- 
quirements, therefore, should be re- 
garded as a unique benefit to bank 
stockholders (not as correcting an 
earlier burden) and should be eval- 
uated on these grounds. For this rea- 
son, the use of an equity argument as 
justification for lowering reserve re- 
quirements is deceptive. While present- 
ing the appearance of removing a 
clearly identified inequity, it in fact 
may be but a convenient rationalization 
for a special benefit to bank stockhold- 


ers. If Federal Reserve concern over 
the level of reserve requirements were 
primarily based on such an argument, 
it would be justifiably suspect. 

However, the question of equity per 
se has not been the basis of the Federal 
Reserve System’s concern over bank 
earnings. Rather, it has been the ade- 
quacy of the capital structure of the 
banking industry — the long-run sound- 
ness of the financial structure.* Again, 
this is a difficult concept to define and 
quantify. However, if bank earnings 
do have some effect on what might 
vaguely be referred to as the soundness 
of the financial structure, this clearly 
brings the whole question of the level of 
bank earnings into the general purview 
of the Federal Reserve System. 

Even if we adopt a skeptical attitude 
toward the possibility of identifying 
positive criteria of long-run structural 
soundness in the financial system, an- 
other related criterion can be suggested 
for determining the appropriate level 
of reserve requirements. Inasmuch as 
reserve requirements force banks to 
hold nonearning assets which presum- 
ably they would not hold in the absence 
of the requirements, these requirements 
have the same force as a differential 
tax on the banks. This “tax” is usually 
justified by virtue of its contribution 
to the effectiveness of monetary policy, 
not its revenue-generating effects.° It 


*U.S. Congress, Employment, Growth and 
Price Levels, p. 1499. 

* However, for evidence of concern over 
the revenue aspect see the various discus- 
sions of the “sense of Congress resolution” 
scattered throughout Employment, Growth 
and Price Levels, for example, pp. 1241-45, 
1251-55, 1327-33, and 1609-22. See also 
U.S. Congress, Employment, Growth and 
Price Levels, Report of the Joint Economic 
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establishes a firm base about which ad- 
justments in the quantity of reserves 
can be expected to have a fairly direct 
effect on the level of credit extended 
to the business community. As a quasi- 
taxing authority, the Federal Reserve 
System should not be exempt from 
the requirement of demonstrating that 
the tax is justified by the results which 
it produces. One could argue, then, 
that in the interests of minimal inter- 
ference with long-run market allocation 
of credit, reserve requirements would 
be as low as is consistent with the main- 
tenance of a sound structure for mone- 
tary policy. Such a criterion clearly 
does not solve the empirical problem 
of what constitutes an appropriate level 
of reserve requirements. It merely casts 
the problem in a different form. How- 
ever, if. the pertinent question is the 
impact of different levels of reserve 
requirements on monetary policy, then 
the level of reserve requirements comes 
very obviously within the appropriate 
scope of Federal Reserve concern. 

It is not possible to examine fully 
the purpose of Public Law 86-114 in 
this brief comment. The whole matter 
of interbank equity has been neglected. 
It is sufficient to note that Kinney 
and Leonard have mistakenly identified 
the amendments with the policy of 
lowering reserve requirements and that 
their cavalier rejection of Federal Re- 
serve responsibility in the area of bank 
earnings is far from satisfactory. 


The Leverage Concept 


In their discussion of the “leverage 
effect” as an argument for lower re- 


Committee, 86th Cong., Ist Sess. (1960), 
pp. 33-34 and 42-46. 


serve requirements, Kinney and Leon-. 
ard make a fundamental error. They’ 
confuse the differential effects of a. 
given absolute change in reserve ratios} 
at different initial. levels of the reserve: 
ratio, and the differential effects of given: 
absolute changes in the quantity of’ 
reserves at different levels of the reserve: 
ratio. The Federal Reserve statements} 
relate to the latter concept of leverage; | 
Kinney and Leonard base their criti- 
cism on the former concept. Given the! 
reluctance of the Federal Reserve Sys- 
tem to employ changes in reserve ratios | 
as a normal tool of credit policy, Kin+ 
ney and Leonard’s concept of leverage | 
has no relevance to actual policy im- 
plementation. If we employ the more. 
conventional (Federal Reserve) con-| 
cept, Kinney and Leonard’s statement 
that “. . . to the extent that the Fed- 
eral Reserve places increasing emphasis 
upon open-market operations . . . the 
leverage effect has less importance as an 
influence upon the efficacy of monetary 
policy” is patently wrong. Inasmuch as 
the credit expansion coefficient varies 
inversely with the reserve ratio (ceteris 
paribus), the monetary impact of a 
given volume of open market opera- 
tions will be greater the lower the re- 
serve ratio. This would suggest that 
lower reserve ratios have certain ad- 


* They describe the “leverage effect” thus: 
“As reserve requirements are reduced, fur- 
ther reductions have potentially greater ef- 
fects upon the banking system’s operations.” 
The Federal Reserve statement describes it 
thus: “. . . to obtain a stimulus to credit 
expansion or contraction of a given amount, 
relatively larger changes in Federal Reserve 
credit are needed if requirement percentages 
are large than if they are small.” U.S. 
Senate, Member Bank Reserve Requirements. 
pe lis: 
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vantages for the implementation of 
“monetary policy in terms of the sensi- 
tivity of the credit supply to changes 
in bank reserves. However, they also 
raise other problems for monetary 
policy. Inasmuch as any change in re- 
‘serves will bring about this magnified 
effect on the credit supply, greater po- 
tential instability in the credit supply 
exists at lower reserve ratios. 


Significance for Monetary Policy 


Kinney and Leonard analyze the im- 
pact of Public Law 86-114 on economic 
conditions on the assumption that a 

reduction in reserve requirements is in- 

volved. As noted above, this is not 
inevitable. However, even assuming 
that it does occur, certain points in their 
analysis of the adjustment process are 
unsatisfactory. 

A reduction in reserve requirements 
has the immediate effect of increasing 
excess reserves in the banking system. 
As the authors note, the Federal Re- 
serve can absorb a corresponding quan- 
tity of reserves by open market sales of 
securities. They argue that in the ab- 
sence of a change in the liquidity pref- 
erence of the public, these securities 
would be purchased by the banks which 
experience the increase in excess re- 
serves, and that further economic effects 
would result only if there occurred a 
change in interest rates or in the bank- 
ing system’s willingness to lend. With- 
out any change in interest rates, a 
change in the bank’s willingness to lend 
* . . could not be caused by the im- 
plementation of reserve rule changes 
and any apparent connection would 
be spurious.” Furthermore, any down- 
ward pressure on interest rates would 
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be nullified by the “offsetting” open 
market sales of the Federal Reserve. 
The general conclusion seems to be that 
no change in general economic condi- 
tions would be traceable directly to the 
combination of a reduction in reserve 
requirements and offsetting open mar- 
ket sales. 

This conclusion is very dubious. Some 
effect on interest rates and on the will- ° 
ingness of the banking system to lend 
to the private sector is highly probable 
because of the peculiar positions of 
required reserves in the asset portfolio 
of banks. Reserves required of member 
banks are nonearning assets. Moreover, 
they are riskless assets. There is no 
realistic possibility of default, nor is 
there the possibility of capital losses 
(or gains) induced by market-price 
fluctuations. The yield is zero and cer- 
tain. Immediate (but limited) avail- 
ability at par for settlement of interbank 
obligations also gives at least part of 
the required reserve deposits attributes 
of liquid assets. 

Kinney and Leonard choose to treat 
required reserves as illiquid assets. This, 
of course, is not wholly satisfactory. 
Required reserves do contribute to the 
liquidity of a bank; and the contribu- 
tion to liquidity is greater the higher 
the required reserve ratio and the longer 
the reserve computation period. This 
is obvious from even the most cursory 
examination of the concept of liquidity. 
What any institution is concerned with 
when it takes measures to safeguard its 
liquidity position is its ability to satisfy 
any sudden and nonpostponable de- 
mands for payment. In the case of a 
bank, such demands usually involve a 
loss of deposits. Clearly, the required 
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reserve balances do make funds avail- 
The loss of 
deposits makes a reduction in reserve 


able in such situations. 


balances permissible. Furthermore, the 
bank can to some extent offset daily 
reserve deficiencies with subsequent (or 
earlier) daily reserve surpluses. This 
creates an additional swing in permis- 
sible changes in reserve deposits and 
contributes to the liquidity of these re- 
serves. Although the evidence is sketchy 
and difficult to interpret, it appears that 
a large segment of the banking industry 
actually considers the entire reserve de- 
posit as a liquid asset.? It is not clear 
whether they would consider it a per- 
fect substitute for cash in the vault or 
excess reserves, although a priori this 
is doubtful. However, the fact that they 
are required to hold reserve deposits 
may reduce the bankers’ incentives to 
hold other types of liquid assets. 

This suggests that while a reduction 
in reserve requirements would probably 
immediately increase the bankers’ feel- 
ing of liquidity, this is not necessarily 
the case. What is certain is that the 
share of total assets subject to the dis- 
cretion of the banker has increased. 
Reserve requirements place a constraint 
on portfolio management. Adjustment 
to an optimum asset portfolio in a given 
set of circumstances is always,subject 
to the prior condition that the reserve 
requirement must be satisfied. There is 
no choice in the matter. Except in the 
unlikely circumstance that the level of 
required reserves is less than the level 
of reserves which would be held in any 


"See U.S. Congress, Joint Economic Com- 
mittee, Monetary Policy and the Manage- 
ment of the Public Debt, 82nd Cong., 2nd 
Sess., Replies, Part II, pp. 1168-76. 
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case, from the point of view of the 
banker the optimum which results can’ 
only be a “second-best” optimum. 
Given complete free choice concerning” 
asset holding, a different asset structure 
would result. Any reduction in reserve 
requirements permits a closer adjust- 
ment to a “first-best” optimum. 

A priori, then, one would expect a 
readjustment in asset structure to ac- 
company any reduction (or increase) in| 
reserve requirements. Empirically this_ 
effect may be difficult to identify given 
the multitude of other adjustments _ 
which may be occurring. (| 

If bankers regard the increase in ex- | 
cess reserves, which is the immediate 
concomitant of a reduction in reserve’ 
requirements, as increasing their liquid- 
ity, it is probable that they will use the 
asset-holding power thus released to 
increase their earning assets. In the 
absence of incentives to increase their 
liquidity it is doubtful that they will 
want to hold the full volume of short- 
term bills of which the Federal Reserve 
(given the bills-only principle) is dis- 
posing. Rather, their “willingness to 
lend” should in fact increase. 

The full effect of the reduction in 
reserve requirements is difficult to assess. 
For example, the reduction in the vol- 
ume of “safe” assets may affect the 
choice between government securities 
and private loans. However, it seems 
sufficiently clear that changes will occur 
in both willingness to lend and the 
structure of interest rates. The yield on 
short-term governments will have to rise 
sufficiently to induce the public and 
the banks to hold the volume sold by 
the Federal Reserve. Opposite effects 
would seem to be exerted in other areas 
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_in the money market (ie. longer-term 
governments and bank loans), reducing 
the spread between long and short rates 
and between risk classes. The effect on 
the general level of interest rates is 
problematic. Indeed, in a full institu- 
tional context, the meaning of the con- 
cept of the level of interest rates is 
obscure. 

These observations relate to the sig- 
nificance of changes in the level of 
reserve requirements. If the new regu- 
lations per se are to have a significant 
and independent impact on economic 
conditions in the future, this must re- 
sult from the effects which these 
changes produce either in the environ- 
ment in which monetary policy must 
operate or in the possible methods of 
implementing monetary policy. Among 
the provisions which may have such an 
effect on policy formation, the most 
interesting is the change in the reserve 
status of vault cash. In the formal 
structure of monetary controls, required 
reserves held as vault cash have equiva- 
lent effect to reserves held as deposits 
with the Federal Reserve. They repre- 
sent a partially illiquid, nonearning 
asset, the magnitude of which limits the 
total bank holdings of deposit liabilities 
and hence earning assets and credit ex- 
tended. It is the relatively rigid mini- 
mum ratio of total reserves to deposits, 
dictated by law, custom, or liquidity 
needs, which is the firm base against 
which quantitative monetary controls 
operate. 

As the authors have carefully noted, 
partial or complete inclusion of vault 
cash as required reserves, ceteris part- 
bus, tends to lower the effective re- 
quired reserve ratio. This, however, is 


an effect which can be readily offset 
if it is not in harmony with other trends 
in policy. More significantly, inclusion 
of vault cash alters the nature and re- 
liability of the information required 
by the policy makers. Again, as the 
authors point out, in the actual decision- 
making process which must precede the 
implementation of each day’s quantita- 
tively definite monetary policy, “the 
Federal Reserve must consider the net 
effect of all relevant influences upon 
member bank reserve positions. . .” 
They must operate on the basis of ex- 
plicit projections of reserve levels as 
well as a quasi-quantitative goal—a 
particular “tone” in the money market, 
or, more concretely, a given level of 
free reserves. It is conceivable that a 
large reserve allowance for vault cash 
will seriously complicate the already 
complex problem of projecting daily 
reserve levels.® 

Inclusion of vault cash as reserves 
requires a rewriting of the reserve equa- 
tion. It becomes necessary to break the 
category of currency in circulation into 
“currency outside member banks” and 
“currency in member bank vaults.” 
Furthermore, if only partial reserve 
credit is allowed for vault cash (as in 
the December regulations), it is neces- 
sary to have data on the interbank dis- 
tribution of reserve-permitted vault 
cash. Such data are not presently read- 
ily available on a day-by-day basis. Nor 
is it probable that they can be made 
readily available. One of the major 
disadvantages of the decentralization 
of any important share of reserves is 

§ This point derives largely from some ob- 


servations made by Professor Warren Smith 
in conversation with the author. 
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the loss of the centralized accounting 
of reserve levels, and hence the loss of 
rapid, accurate data on actual reserve 
levels. 

If it is true that individual banks, 
lacking the macro view of the Federal 
Reserve and the larger money market 
banks, respond to temporary easing or 
tightening in reserve positions as if 
these were longer-run changes,’ large 
errors in Federal Reserve projections 
of reserve levels can have significant 
distorting and contra-policy effects. A 


°R. V. Roosa, Federal Reserve Operations 
in the Money and Government Securities 
Markets (New York: Federal Reserve Bank 
of New York, 1956), pp. 64-65. 
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major increase in errors of projection is” 


only to be expected, of course, if a 
large portion of reserves is permitted to 
be held in the form of vault cash and 


i 


if the banks have a strong preference 
for holding reserves in this form. The. 


significance of such errors is magnified 
by lower effective reserve ratios (the 
“leverage” effect). Thus, a coupling of 
the longer-run policy of lowering re- 
quired reserve ratios and this policy 


of eliminating technical inequities re- 


sulting from varying requirements for 
liquidity in the form of vault cash, 


could have some destabilizing monetary; 


effects. 
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Significance of New Reserve Regulations: 
A Reply 
Pau. T. Kinney 


Assistant Professor of Finance, University of Illinois 


and 


James W. LEonarpD 


Associate Professor of Finance, University of Illinois 


PROFESSOR SHEARER has raised some 
interesting if not wholly related issues 
about our article. His “Comment” 
divides easily into two parts: assertions 
about errors which we are alleged to 
have made, and explorations of topics 
related to but not covered by our Feb- 
ruary article. We _ shall show that 
Shearer’s assertions of error are basi- 
cally misinterpretations of our stated 
position. As for the explorations, we 
feel that these would more readily sup- 
port an independent statement by 
Shearer than the charge of neglect or 
omission on our part. 

From our _ introductory 
Shearer draws an inference of deceptive 
behavior in the Federal Reserve’s sup- 
port of provisions of Public Law 86-114. 
Nowhere have we expressed or implied 
secrecy or deception in the behavior 
of the Federal Reserve in its quest for 
higher bank earnings; so far as we know 
the Federal Reserve has been forthright 
in this regard. While we cannot accept 
the policy goal of higher bank earnings 


remarks 


as technical and noncontroversial in 
nature, we would hardly infer decep- 
tion in the behavior of the Federal 
Reserve. 

Shearer has accused us of confusing 
issues by writing about reserve require- 
ment reductions rather than about the 
ramifications of Public Law 86-114. His 
charge evidently is based upon his neg- 
lect of our basic assumption regarding 
implementation. Throughout our Feb- 
ruary article we carried the express 
assumption that the enabling provisions 
of Public Law 86-114 would be imple- 
mented by the Federal Reserve, and we 
contended that implementation would 
involve little else than higher bank 
earnings. That higher bank earnings 
are also a likely result of the Federal 
Reserve’s apparent policy of gradually 
reducing reserve requirements is coin- 
cidental and not germane to the subject 
matter of our article. Shearer’s second 
charge has no basis, and he must accept 
any responsibility for confusing issues. 

Shearer’s confusion of lower reserve 
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requirements with the new reserve rules 
has led to his assertion that our “. 

cavalier rejection of Federal Reserve 
responsibility in the area of bank earn- 
ings is far from satisfactory.” First let 
us clearly distinguish between Federal 
Reserve responsibility “in the area of” 
bank earnings and “for improving or 
enhancing” bank earnings. The Fed- 
eral Reserve must take into account the 
probable changes in the income and 
financial position of member banks that 
result from Federal Reserve operations. 
But we defy Mr. Shearer to justify the 
inclusion of higher bank earnings as a 
legitimate goal of monetary policy. 

We rejected Federal Reserve respon- 
sibility for altering bank earnings on 
the grounds that profits are a function 
of bank management rather than of 
public policy. Although complete neu- 
trality is impossible, the Federal Re- 
serve should attempt to be neutral with 
respect to the income position of banks 
or any other group in the economy. 
Before assuming any responsibility for 
improving or increasing bank earnings, 
the Federal Reserve should recognize 
that the burden of proof rests with the 
advocate of any public measure to re- 
direct the flow of income between banks 
and other economic groups. The advo- 
cate has the additional responsibility 
of demonstrating how the pursuit of 
higher bank earnings can be considered 
as being in line with established pur- 
poses and functions of the Federal Re- 
serve. 

Shearer surveys alternative arguments 
for the inclusion of higher bank earn- 
ings as a legitimate policy goal but 
fails to demonstrate how higher bank 
earnings can be so considered. While 
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rejecting “equity” or “fair rate of re-/ 
turn” arguments on classical grounds,, 
he does not apply his criticism of 
these arguments to the subject of 
interbank equity. Attempts to redress; 
alleged interbank inequities are subject 
to the same criticism as those concern-; 
ing equity arguments. 

With regard to the argument that 
bank earnings should be enhanced in} 
order to improve the long-run financial! 
position of member banks, perhaps: 
there is a fundamental error in mis-- 
applying a basic premise of business: 
finance to the unique situation of mem+- 
ber banks. Unlike other private busi-- 
ness firms, commercial banks are not: 
dependent upon the capital markets as; 
a source of funds. For the individual! 
bank, the principal source of funds is: 
primary deposits, and equity financing 
is of negligible importance. For the 
system as a whole, equity financing has 
no relevance as a source of funds. Ulti- 
mately funds are derived through Fed- 
eral Reserve purchases of assets as well 
as through the legal framework within 
which the banking system operates. 

In the final analysis, the short-run 
and long-run financial positions of 
member banks depend upon the mar- 
ketability of their assets and the ease 
of access to emergency accommodation. 
The structure of their liabilities or the 
capital ratios have no practical signifi- 
cance to their financial strength. Inas- 
much as the availability of bank 
accommodation and the marketability 
of bank assets depend upon Federal 
Reserve policy, the long-run and short- 
run financial positions of banks who 
are members of the Federal Reserve 
system may be considered for all prac- 


——____SIGNIFICANCE OF NEW RESERVE REGULATIONS __57 


tical purposes to be a result of Federal 
Reserve operations. 

It may be argued that whereas mem- 
ber banks’ financial position depends 
upon Federal Reserve behavior, the 
member banks’ earnings position should 
not be materially out of line with that 
of nonmember banks. One automatic 
limit to any appreciable discrepancy is 
the voluntary nature of membership 
in the Federal Reserve System. But in 
any case, the earnings position of banks 
will not necessarily be related to the 
level or changes in the level of capital 
ratios for member and nonmember 
banks. 

It is interesting to note that the capi- 
tal ratios of member banks have been 
and still are consistently above those of 
the nonmember banks* and do not indi- 
cate any apparent earnings penalty 
stemming from membership in the Fed- 
eral Reserve System. 

It may be further argued that the 
apparent decline in the capital ratios 
of commercial banks during the post- 
war period indicates an inadequacy of 
earnings. However, all that the decline 
shows is that the rate of earnings re- 
tention has not kept pace with the rate 
of deposit increase, which may reflect 
either a diminishing return to scale or 
a relatively higher dividend payout 
ratio. Surely the Federal Reserve is 
not responsible for assuring constant 
returns to scale; nor do their present 
responsibilities include the considera- 
tion of bank dividend policies per se. 
Capital ratio arguments do not provide 
any adequate basis for placing the goal 
of higher bank earnings within the 


1 Federal Reserve Bulletin, June, 1960, p. 
651. 


legitimate purview of the Federal Re- 
serve. 

The final argument posed by Mr. 
Shearer pertains directly to the estab- 
lishment of reserve requirement levels 
and not to the subject matter of our 
article. However, Shearer’s criteria of 
minimal interference with the capital 
markets deserves some comment. If 
we use Shearer’s criteria, any reserve 
requirement level within the present 
legal range will suffice. There is no 
unique reserve requirement level espe- 
cially appropriate to the criteria of 
minimal interference in the capital mar- 
kets. The “appropriate” level depends 
upon what other policies the Federal 
Reserve pursues. 

Shearer charges that we have com- 
mitted a fundamental error in our in- 
terpretation of the leverage concept. 
Admittedly we overemphasized the 
leverage effect with respect to varia- 
tions in reserve requirements. Although 
we did not explicitly state the inverse 
relationship between the coefficient of 
credit expansion and the average level 
of reserve ratios, we did draw attention 
to the fact that monetary policy, which 
would include open market operations, 
becomes a more delicate and sensitive 
operation at lower average reserve 
ratios. A careful consideration of the 
full context of our admittedly brief dis- 
cussion of the leverage concept reveals 
a possible need for clarification but cer- 
tainly no patent error. 

Mr. Shearer has challenged our con- 
clusions regarding the probable eco- 
nomic effects of implementing Public 
Law 86-114. We concluded that there 
would be no significant interest rate 
effect resulting from implementation, 


58 CURRENT ECONOMIC COMMENT | 
OO eee 


whereas Shearer concludes that both 
the level and structure-of interest rates 
would be changed. Our difference of 
opinion concerns the degree of change 
in interest rates and stems from differ- 
ent behavioral assumptions about bank 
portfolio management. 

In our discussion of the amendments, 
we treated required reserves as illiquid 
assets; Shearer treats required reserves 
as partly liquid and partly a substitute 
for secondary reserves which would be 
maintained in the absence of reserve 
requirements. 

Granting that required reserves may 
not be strictly classed as illiquid assets, 
some changes in the portfolios of banks 
may result from changes in the amount 
of reserves available to member. banks.. 
How strongly this influence would act 
upon the level and structure of interest 
rates is problematical. Our guess is that 
it would be insignificant. 

While we prefer our behavioral as- 
sumptions to Shearer’s, it is interesting 
to note that Shearer’s assumptions 
would mean higher bank earnings than 
would be possible under our portfolio 
assumptions and in effect serve to 
strengthen our previous conclusion re- 
garding the probable effect which im- 
plementing Public Law 86-114 would 
have on the level of member bank 
earnings. 

As to the destablizine influence of 
Public Law 86-114, it seems to us that 
this is a distinct possibility but is of 
negligible importance. To the extent 
that the Federal Reserve has less infor- 
mation as to the reserve position of 
member banks, its ability to control 
monetary affairs is weakened. We have 
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no argument with Mr. Shearer in this; 
regard. Yet it appears to us that the: 
decrease in accuracy of information: 
concerning the reserve position of mem- - 
ber banks pertains most directly to in-: 
dividual banks and only incidentally to) 
the system as a whole. The Fed will) 
be kept informed of currency move-: 
ments within the system; granting the: 
stability of the non-bank public’s cur-. 
rency demands, the Federal Reserve: 
will have knowledge of the amount of’ 
cash assets in the hands of the banking} 
system. While interbank cash transfers | 
might distort the Federal Reserve’s estir | 
mate of the reserve position, we would’ 
contend that any resulting destabilizing | 
influence would be negligible. Perhaps; 
the reduction in currency transfers be-: 
tween the banks and the Federal Re-: 
serve may at least partly offset the dis- 
advantage of a destabilizing influence: 
that implementation of the new reserve 
regulations may have upon the mone-. 
tary system of the United States. 
Shearer’s “Comment” draws atten-. 
tion to some interesting sidelights which 
were not germane to our February 
article but does not affect the strong 
analytical foundations of our position. 
We have demonstrated that the most 
important result of implementing pro- 
visions of Public Law 86-114 will be a 
higher Igvel of bank earnings than 
would be possible without implementa- 
tion. As to other economic effects, we 
doubt that these (for example, changes 
in the structure of interest rates) will 
develop to any significant degree. We 
challenge the allegation that Public 
Law 86-114 is largely technical and 
noncontroversial in nature, for any 
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measure to reallocate income between 
two or more groups within the private 
sector may be considered as contro- 
versial, to say the least. Finally we 
challenge the right and _ responsibility 
of the Federal Reserve actively to seek 


a different level of bank earnings than 
that which would prevail where the 
Federal Reserve strives for neutrality in 
respect to bank earnings. Bank earn- 
ings should be the proper function of 
bank management, not of public policy. 
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Economics and the Policy Maker. By 
Sidney S. Alexander and _ others 
(Washington: Brookings Institu- 
t10n 21959" “Pp. xiii, 209. $2.95) 

Policy makers may ignore economic 
analysis when it is linked in their minds 
to policies that run counter to clear- 
cut political interests and employ it 
only when it combines smoothly with 
political pressures. Or they may be un- 
trained in economic analysis and un- 
aware of its possible applications. In 
either event, the eight economists con- 
tributing to this stimulating little vol- 
ume manage to convey the impression 
that modern economic analysis is very 
poorly represented in the decision- 
making process. This will distress the 
reader (but hardly surprise him) as he 
progresses from Sidney Alexander’s 
essay on the uses of economic analysis 
in business planning inside the firm to 
Everett Hagen’s “Economics and Eco- 
nomic Development,” the eighth and 
last policy area surveyed. The com- 
ments that follow are confined to a few 
of the more significant essays. 

In one of the best essays in the vol- 
ume, Mark Massel focuses on ways to 
make economic analysis more effective 
in the antitrust area by examining the 
decision-making process itself. Courts 
which make the key decisions select 
evidence on the basis of legal rules of 


evidence, for example, and a legal con- 
cept which is employed regularly in 
other fields, such as “good faith” or 
“conspiracy,” is much easier to use as 
a basis for decision than some un- 
familiar concept such as the “degree of 
competition.” Most important, the re- 
quirement of open evidence in court, a 
requirement which protects against star 
chamber proceedings, militates against 
quiet consultations with “experts.” He 
then suggests ways to secure better co- 
ordination of the disciplines of eco- 
nomics and law, a contribution that 
deserves the attention of economists 
who want the results of economic anal- 
ysis brought to bear at the point at 
which decisions are made. 

Two more of the better essays in this 
volume, “The Problem of Creeping In- 
flation” by Neil Jacoby and “Economics 
and Economic Development” by Everett 
Hagen, emphasize instead the applica- 
tion of economic analysis to the prob- 
lems requiring decision. Professor 
Hagen suggests that once growth has 
started, economic analysis is useful, but 
it has not been systematically applied. 
In particular, he feels that labor- 
intensive projects designed to put in- 
effectively employed people to work 
are the kind that should be emphasized 
in underdeveloped countries, but 
capital-intensive projects are the ones 
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getting a large proportion of the politi- 
cal support. 

Neil Jacoby suggests policies that are 
aimed at reconciling full employment 
with a stable price level, feeling that a 
price rise of 2 to 5 percent a year is a 
“drag upon national progress” (p. 48) 
and that “a stable price level fosters 
economic growth” (p. 49). To this 
end, he calls for more vigorous antitrust 
action, antimonopoly action against 
unions, a time limit for gradual re- 
moval of farm price supports, and re- 
duction of those tariffs that shelter 
inefficiency and monopoly. With some 
exceptions, economists normally recom- 
mend these policies when the objective 
is to improve resource allocation in 
reasonably full employment periods. 
They will either minimize price in- 
creases or facilitate growth. The diffi- 
culty lies in something Mr. Jacoby does 
not discuss, that is, realistic means of 
handling the vocal opposition of special 
interest groups as each policy is imple- 
mented. 

Several of the essays are disappoint- 
ing because they contain a minimum of 
economic analysis. Robert Roosa, writ- 
ing on “Monetary and Credit Policy,” 
for example, merely defends current 
central bank policy and emphasizes a 
rather simple concept of central bank 
“pressure” on the economy. Sidney 
Alexander, in a similar fashion, gives 
more attention to current business prac- 
tice (in particular, to simple extrapola- 
tion methods in both short- and long- 
run forecasting) than he does to analysis 
of demand and of factor costs, linear 
programming, operations research, and 
marginal analysis combined. 

Professor Slichter does not survey 


the applications of economic analysis in 
the area of labor; instead he develops: 
his own analysis of the income-generat- . 
ing capacity of trade unions. The argu- 
ment seems bent toward supporting a. 
policy conclusion favored by its author. 

Without adequate attention to “real” 

wages, he argues that unions generate 

income since union-induced wage in- 
creases, given an inelastic demand for 

labor, increase the wage bill and the 

propensity of the enterprise to spend. 

The next step is unbelievably farfetched. 

This income-generating capacity is com-_ 
pared with the power of banks to cre+_ 
ate purchasing power and, by analogy, 

used as a justification for control. “The 
community has long regarded the proc- _ 
ess of creating purchasing power as 

affected with a public interest and as 
properly subject to public control” (p. 

136). 

All in all, economists should read 
these eight essays; they will find a fas- 
cinating survey of what happens to the 
fruits of their labors. Perhaps it will 
inspire some to try to adapt economic 
analysis more adequately to the require- 
ments of the decision-making process. 
The lecture series was, however, orig- 
inally presented to policy makers. Policy 
makers, whether they are in business or 
government, should find it enlightening. 
Some parts are likely to be of direct 
relevance to problems that they face. 
The essays are interesting, their cover- 
age is reasonably thorough, and there 
is fairly good balance. 

The major deficiency in this book is 
its failure to distinguish consistently 
between the careful analysis of alterna- 
tive policies and the process of selecting 
the policy to be followed. Economists 


ie x 
a 
“ 
or 
Re 


BOOKS REVIEWED 63 


£ 


_and policy makers would both save a Changes in Price on the Cotton Indus- 


great deal of frustration if they would 
Start, rather than end, with an agree- 
ment that “policy is politics.” 


- Watter W. McMauon 
University of Illinois 


~The Competitive Potential of the U. S 

Cotton Industry. By Clifton B. Cox 
and Vernon W. Pherson (Boston: 
Harvard University Graduate School 
of Business Administration, Division 
meevescarch e199. bp. xx, 201, 
$3.00) 

This is the second study to be pub- 
lished under the auspices of the Pro- 
gram in Agriculture and Business at the 
Harvard Business School. The first, A 
Concept of Agribusiness, published in 
1957, was co-authored by John H. 
Davis and Ray A. Goldberg. The pres- 
ent volume does not maintain the high 
level of rigorous analysis and original 
thinking reflected in the Davis-Goldberg 
volume. 

Professors Cox and Pherson have 
dealt in a pedestrian style with a dy- 
namic subject and have not contributed 
much new analysis. 

True, as their footnotes and bibliog- 
raphy indicate, they have covered many 
of the major source materials — though 
not all — but they have abstracted more 
than they have assimilated. There are 
a number of places in the book where 
a little additional analysis would have 
enabled them to milk a paragraph of 
meaning out of several pages of descrip- 
tion. There are other places — the 
analytical sections in particular — 
where elaboration is clearly called for. 
In the chapter on the “Effect of 


try,” for example, there are a number 
of instances of both sorts. 

The authors do not succeed in evolv- 
ing a quantitative measure of the 
United States cotton industry’s com- 
petitive potential. Perhaps this is due 
as much as anything to the problem 
which one senses below the surface of 
much of the analysis; namely, the diffi- 
culty of quantifying the politics of cot- 
ton within the over-all American farm 
program. 

Perhaps necessarily the authors view 
the potential of United States cotton as 
separable to some extent from that of 
the potential of the world textile indus- 
try as a whole. However, while cotton 
farms still supply far more fiber pound- 
age to the world’s textile industries than 
do chemical plants, the proportion sup- 
plied by the latter has shown remark- 
able growth. There are about forty 
synthetic fibers in commercial produc- 
tion and use today. Relative prices, 
qualities, and market promotion efforts 
as between all these fibers can hardly 
be said to provide a stable platform on 
which to build a forecasting model. 
Hence one can readily sympathize with 
the failure of Professors Cox and Pher- 
son, despite a profusion of statistical 
material (Appendix A), actually to 
quantify the cotton industry’s competi- 
tive potential. 

R. Burorp BrRaAnpis 
American Cotton Manufacturers 
Institute, Washington, D.C. 


The Price Discrimination Law. By Cor- 
win D. Edwards (Washington: 
Brookings Institution, 1959. Pp. xxii, 
698. $10.00) 
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This study is a review of experience 
under the Robinson-Patman Act dur- 
ing its first twenty years and consists of 
an analysis of the litigation and of the 
changes in business practice that fol- 
lowed the litigation. As data for the 
study, Professor Edwards used 84 cases 
decided by the Federal Trade Commis- 
sion, plus a few of the leading private 
suits, and interviews with persons af- 
fected by the decisions in 83 cases. 

From his research Edwards 
cludes: 


con- 


There is strong reason to believe that the 
statute has afforded effective protection 
against the price-cutting activities of preda- 
tory would-be monopolists and that it has 
substantially reduced the discriminatory 
advantages in price enjoyed by large buyers. 


(p. 622) 


However, he believes that the law has 
done more than it needed to do to 
maintain market competition. He finds 
that 
a considerable portion of the Commission’s 
effort was spent in proceedings among 
small concerns directed against injuries to 
competition that had nothing to do with the 
big buyer or the predatory seller. (pp. 627- 
28) 
The results have been “An unnecessar- 
ily harassing effect on business conduct” 
(p. 628), diminished efficiency, and less 
vigorous competition. é 

As correctives, Edwards suggests pol- 
icy changes which include a new law 
which “would bear little resemblance 
to the Robinson-Patman Act” (p. 646). 
Primary stress would be placed on ban- 
ning discriminatory pricing by predatory 
sellers and the buying activities of 
powerful bargainers, where these prac- 
tices lessen or prevent market competi- 
tion. Although in most respects his 
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proposal would lessen the scope of pub- 
lic policy in this area, the author would 
tighten buyer liability. Moreover, he: 
would lessen the problem of selective: 
enforcement by requiring “that the first. 
proceeding was always directed at a. 
powerful concern whose practices were: 
conspicuously responsible for the dis- 
criminations in a particular market” 
(p. 625). Finally, Edwards would 
place more stress on Section 7 of the 
Clayton Act and Section 2 of the Sher- 
man Act and less emphasis on Section 
2 of the Clayton Act. 

Edwards has made a_ painstaking} 
useful, and well-written contribution to 
antitrust literature. The book is singu- 
larly free of errors of fact, composition, 
and printing. My criticisms of the 
study stem from the author’s conception | 


of price discrimination and of its effects. 
on competition, flexibility, and power. 


Assuming a cost theory of price, Ed- 
wards defines price discrimination as a 
“price difference without cost differ- 
ence” and a “cost difference without 
price difference” (p. 2). This definition 
Edwards labels “the economic idea.” 
Hence, adherents of the imputation 
theory of value who prefer to define 
price discrimination as any departure 
from the marginal price or, in Ed- 
wards’ language, “any departure from 
a uniform schedule of rates” (p. 3) 
must be satisfied with the thought that 
they have “the political idea of dis- 
crimination.” 

The author is on sound ground when 
he recognizes the damaging effects that 
predatory sellers and big buyers may 
have on market competition. But, in 
my judgment, he underestimates the 
baneful effects on competition in the 
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pay divergent prices for the goods they 


purchase. Moreover, he overlooks the 
damaging effects on competition in the 


primary line when nonpredatory sellers 
attempt to attract and hold customers 
by discriminatory price cuts. 


_ Although an advocate of flexible 


prices, Edwards is not always clear as 
to what he means by the term. In one 
passage he apparently identifies price 
discrimination with flexible pricing (p. 
580) while in another he views dis- 
crimination as a means of introducing 
“competitive flexibility” into a situation 
where prices are sticky (p. 621). He 
does not question whether the “‘competi- 
tive flexibility” introduced by discrim- 
ination is a desirable form of flexibility. 
Finally, the author argues that 
in seeking price concessions for themselves, 
the large bakers and the large oil com- 
panies, though they obtained advantages 
that increased their own power, also did 


something to diminish the power of the 
dominant sellers of yeast and tires. (p. 621) 


However, since Edwards has already 
told us that “there is seldom an incen- 
tive to make special price concessions 
to certain customers unless those custo- 
mers have, or are likely to receive, at- 
tractive offers from competitors” (p. 
569) , it seems reasonable to assume that 
without the concessions the big bakers 
and the large oil concerns would either 
have made their own wares or gone 
elsewhere. Thus, the real effect of the 
discriminatory concessions was not to 
diminish the power of the dominant 
sellers of yeast and tires but to main- 
tain it. 
Ronatp H. WotF 


University of Tennessee 
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_ secondary line when competitive buyers Money in a Theory of Finance. By 


John G. Gurley and Edward S. 
Shaw (Washington: Brookings In- 
stitution, 1960. Pp. xi, 360. $5.00) 


This recent volume by Gurley and 
Shaw presents a theory of the role of 
financial institutions in a growing econ- 
omy. A neoclassical world is assumed 
in which prices are flexible, employ- 
ment is full, and money illusion is ab- 
sent. The authors’ procedure is to begin 
with a rudimentary economy which 
contains only one financial market, that 
for money, and one financial institu- 
tion, the government monetary system. 
The second model adds a financial mar- 
ket for homogeneous business bonds 
issued by private firms which are pur- 
chased by both the government banking 
system and the public. The third model 
introduces a third financial market — 
that for non-monetary indirect assets 
which are issued by a group of non- 
monetary financial intermediaries that 
purchase business bonds. In a final 
chapter, the governmental monetary 
system is replaced by a private banking 
system and the quantity of money out- 
standing reflects profit considerations of 
the private banking system subject to 
control by a central bank. 

The book is intended to serve as a 
theoretical introduction to an empirical 
analysis of the role of financial inter- 
mediaries which is to be the subject of 
a second volume. 

A central purpose of the book is to 
determine whether neutrality of money 
holds under a wide variety of monetary 
institutions. Suppose, in a stationary 
economy, money is neutral so that a 
once-and-for-all change in the nominal 
quantity of money leads to proportional 


increases in all prices without altering 
the real variables such as the rate of 
interest. The authors infer from this 
result that, in a growing economy, alter- 
native rates of growth of the nominal 
quantity of money are neutral so that 
there is no rational basis for the mone- 
tary authorities to choose between dif- 
ferent rates of growth of the money 
supply. This conclusion is open to the 
objection that different rates of growth 
of the money supply are associated with 
corresponding rates of change in the 
price level. If the rate of change in 
the price level is anticipated, the money 
rate of interest will be brought into 
equality with the real rate plus the rate 
of change in prices. The amount of 
resources that people devote to econ- 
omizing on cash balances is a function 
of the opportunity cost of holding these 
balances, which is measured by the 
money rate of interest. Since alterna- 
tive levels of the money rate are 
associated with different amounts of 
resources used in sustaining the pay- 
ments matrix, it follows that alternative 
rates of growth of the nominal quan- 
tity of money will not be neutral in 
their impact on the real variables in the 
economy. 

The authors believe that if money is 
neutral monetary policy is trivial since 
it cannot come.to grips with the real 
variables. Suppose that from a position 
of long-period equilibrium a change 
occurs in a real variable (as, for ex- 
ample, a decision on the part of the 
public to save more). If money is 
neutral, the monetary authorities can 
speed the time path of adjustment with- 
out affecting the ultimate position of 
the real variables and can set the target 
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level of prices, allowing the real vari- 
ables to be determined by the decisions 
of the public. These implications of 
neutral money can in no sense be called: 
trivial. 

What is the effect of non-bank inter- 
mediaries on the demand for money? 
The authors assert (a rigorous proof is 
nowhere offered) that the presence off! 
non-bank intermediaries increases the 
elasticity of the liquidity preference 
curve and so renders monetary policy. 
less effective since it takes larger per-- 
centage variations in the quantity off 
money to effectuate a given percentage: 
change in the rate of interest. I am) 
not aware of any theoretical presump-; 
tion that the introduction of a money. 
substitute necessarily increases the elas- 
ticity of demand for money. This is a 
point on which more detailed analysis 
is needed than is provided by the au- 
thors. 

Gurley and Shaw point out that a 
tight money policy encourages financial 
innovations which displace downward 
the demand for money and increase 
the cyclical variation in velocity. The 
motive for economizing on cash bal- 
ances is the interest that can be earned, 
in periods of tight money, on the cash 
so released. Since financial innovations 
which economize on cash balances may 
represent no savings of real resources 
from society’s point of view, it may be 
desirable to inhibit this motive by allow- 
ing the banks to pay interest on their 
deposits. 

The question of allowing banks te 
pay interest on their deposits is part 
of the broader issue raised in the book 
concerning whether our present tech- 
niques of control discriminate against 


-commercial banks. So far as commer- 
cial banks suffer a relative retrogression 
in their position as compared with non- 
‘bank intermediaries because the public 
prefers the issues of the latter to those 
of the former, there is no reason to cry 
“unfair.” But if the retrogression is, 
In part, due to the fact that banks are 
not allowed to compete with the issues 
of non-bank intermediaries by paying 
interest on their deposits in periods of 
tight money, then banks are entitled to 
charge discrimination. This important 
question of equity should be clearly 
separated from that of the effectiveness 
of monetary policy. 

By bringing this issue before the pub- 
lic, Gurley and Shaw have performed a 
very useful service. And this is only 
one of the considerable number of im- 
portant issues they have raised. Gurley 
and Shaw have bound themselves in 
this first volume strictly to model build- 
ing. However, the relevant issues will 
only be decided on the basis of detailed 
empirical information. Students of 
monetary policy will await Gurley and 
Shaw’s second volume with anticipation. 


; AtvINn L. Marty 
City College of New York 


Portfolio Selection: Efficient Diversifi- 
cation of Investments. By Harry M. 
Markowitz (New York: Wiley, 
1959. Pp. x, 344." $7.50) 

This book is a most interesting and 
stimulating contribution to the field of 
portfolio management. Unfortunately, 
it is unlikely to appeal to many prac- 
titioners in the field because of the 
mathematical symbols and formulas 
scattered throughout many of its pages. 
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Markowitz discusses techniques, par- 
ticularly those suitable for institutional 
investors, for arriving at an efficient 
portfolio of investments, primarily in 
common stocks. According to the au- 
thor, two major considerations should 
guide over-all portfolio policy: (1) The 
average rate of return (consisting of 
both capital appreciation and _ divi- 
dends) likely to be realized on a port- 
folio of stocks, and (2) its probable 
stability from year to year. 

Once an institution has decided on 
the average rate of return and relative 
stability required of its portfolio, it is 
possible to use mathematical techniques 
to maximize return and minimize risk. 
It follows that a portfolio is efficient if 
no other combination of securities is 
likely to give both a higher average 
return and more stability than the port- 
folio selected. It is considered inefficient 
if some other combination of stocks can 
yield a higher average return without 
any rise in volatility or the same degree 
of stability with no lessening in the 
return. 

Markowitz points out that the meas- 
ure of relative stability of a portfolio 
is not simply a weighted average of the 
standard deviation about the mean re- 
turn of each security comprising it. To 
be sure, the aggregate covariance de- 
pends upon the standard deviation of 
each stock as well as the amount in- 
vested in it. An important factor, how- 
ever, which normally tends to be 
overlooked, is the correlation between 
the variabilities of individual securities. 
The more the returns on individual 
securities tend to move up and down 
together, the less do variations in indi- 
vidual securities tend to cancel each 


68 CURRENT ECONOMIC COMMENT 
68 eee 


other out; hence, the greater is the 
variability of the return on the port- 
folio. 

It is possible, therefore, to add to a 
portfolio a risky security with a much 
greater standard deviation than ail the 
rest, yet improve the measure of over-all 
stability. This would occur if the vola- 
tility of the new security were either 
inversely correlated or uncorrelated 
with that of the other securities, i.e., if 
its return fluctuated in a countercyclical 
way or its yield responded not to the 
swings of the market in general but to 
such factors as the success of inventions 
or the ruling of some court. This is a 
major reason Markowitz stresses for 
the importance of over-all portfolio se- 
lection as contrasted with the analysis 
of individual securities. 

To maximize the efficiency of a port- 
folio, it is necessary to combine meas- 
ures of average return with measures of 
stability and to assign probability values 
to these characteristics for each secur- 
ity. This can be done by relying on 
historical precedent, on judgment, or 
on a combination of the two. The 
actual mathematical procedure can be 
programmed on electronic computers 
by following the formula set forth in 
Appendix A. 

Markowitz takes great pains to point 
out that 
the computer supplements rather than sup- 
plants the human analyst. The analyst or 
analyst team decide on the objectives of the 
analysis, select securities to be analyzed, 
decide on a model for derived covariances, 
and make judgments pertaining to the ex- 
pected returns, variances of returns and 
covariances of returns of securities. The 
machine takes over routine and deductive 
processes, leaving the analyst free to con- 


: ee | 
centrate on processes involving induction! 


and judgment. 

This book will not appeal to the: 
mathematically disinclined. Yet it is a. 
vital book which no person in charge: 
of a large portfolio of common stocks: 
and no teacher of security analysis can. 
afford to overlook. 


WILuiaM C. FREUND 


Prudential Insurance Company 
of America 
New York University 


Merger Movements in American Indus+ | 
try 1895-1956. By Ralph L. Nelson 
(Princeton: Princeton University 
Press for the National Bureau of 
Economic Research, 1959. Pp. xxi, | 
177. $5.00) 

This compact study makes several 1m- 
portant contributions to our knowledge 
of merger movements in American in- 
dustry: (1) it provides a comprehen- 
sive new Statistical series on mergers of 
industrial and mining companies for the 
1904-19 period — heretofore a dark gap 
in the literature on mergers; (2) it tests 
the leading hypotheses for the tidal 
wave of mergers from 1898 to 1920; 
and (3) it compares the timing of mer- 
ger movements and business cycles over 
the 1895-1956 period. Nelson also pre- 
sents new material on a number of 
merger-related problems, including a 
valuable appendix containing compara- 
tive data on American-British merger 
movements and numerous other in- 
formative statistical tables on merger 
activity. 

Nelson’s new 1895-1920 series pro- 
vides some additions to and corrections 
of earlier compilations by Moody, 
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_ Conant, Watkins, and the Bureau of the 
Census. The new list discloses a mer- 
ger wave about 27 percent larger (meas- 
ured by net disappearances), and about 
20 percent larger (measured by ad- 
justed capitalizations of mergers), than 
the largest volume shown in previous 
lists. The differences are due to Nel- 
son’s avoiding the ambiguous cutoff 
limit of $1 million used by others, his 
inclusion of mergers-by-acquisition 
which were omitted in earlier compila- 
tions, the criteria used for inclusion in 
the respective series, and accuracy in 
reporting — the last being the most im- 
portant. Although Nelson was not able 
to avoid all the shortcomings of earlier 
studies (arising from definitional prob- 
lems and biases), his compilations were 
based upon more detailed examination 
of data on individual companies, which 
is not uniformly characteristic of earlier 
works on the subject. In filling the 
1904-19 gap, the new series reveals more 
clearly than ever before the immen- 
sity of the 1899-1901 merger peak. An 
unexpected finding for this period is 
that merger activity began to recover in 
the years preceding the entrance of the 
United States into World War I; thus 
it apparently was not strictly a creature 
of the “roaring twenties,” but rather a 
longer-run phenomenon originating 
considerably earlier. 

Nelson’s compilations bring out very 
sharply how consolidations dominated 
merger activity in the first part of the 
1895-1920 span and how acquisitions 
increased in importance over the rest 
of the period. Consolidations of five or 
more firms accounted for 75 percent of 
the firms disappearing from 1895 
through 1904, whereas in the 1915-20 


period only 14 percent of the disappear- 
ances resulted from consolidations of 
this size. If very large consolidations 
are excluded (i.e., Union Carbide and 
Carbon, Allied Chemical and Dye, and 
Transcontinental Oil), acquisitions are 
seen to have played the dominant role 
in 1915-20 merger activity. 

According to Nelson’s findings, mer- 
ger activity has exhibited a high degree 
of conformity to changes in general 
business conditions — eleven out of 
twelve merger cycles had a definite tim- 
ing relationship with the turning points 
of NBER reference cycles. Five eco- 
nomic series examined were found to 
behave as follows: the peak in stock 
trading was reached first, then the mer- 
ger peak, followed by the number of 
business incorporations, the reference 
cycle, and industrial production; in con- 
tractions, the trough in stock prices is 
reached first, followed by stock trading, 
business incorporations, mergers, indus- 
trial production, and the reference 
cycle. The implication is that in pros- 
perity, merger activity tends to corre- 
spond most closely to capital market 
conditions, whereas in depression it 
corresponds most closely to industrial 
activity and general business conditions. 

Nelson concludes that the early mer- 
ger movements (1895-1920) were due 
largely to a strong capital market and 
the existence of institutions that enabled 
organizers and promoters of mergers to 
utilize this market. Other common ex- 
planations of the early merger move- 
ments are considered as “not likely to 
have been important immediate fac- 
tors” —e.g., retardation in the rate of 
industrial growth, expansion of the in- 
terregional transportation system, and 
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the rise of technological innovations. 
On the other hand, with reference to 
the entire period 1895-1956, Nelson 
states: 

The findings do not conclusively demon- 
strate, however, that underlying industrial 
factors were not an ultimate factor in mer- 
ger behavior. It is possible that merger 
movements represent a burst of industrial 
reorganization toward which underlying 
economic and technological developments 
have been accumulating a long time. A 
favorable capital market may, under these 
circumstances, trigger the massive reorgani- 
zation. (pp. 125-26) 


The latter thesis appears quite consist- 
ent with earlier explanations that Nel- 
son rejects, however. For example, his 
rejection of the retardation thesis is 
based upon the finding that increased 
merger activity occurs in periods of 
accelerating growth rather than in 
periods of retardation. He does not 
examine the possibility of a lag rela- 
tionship between the increase in merger 
activity and earlier economic develop- 
ments, which is suggested by his new 
data on the resurgence of merger ac- 
tivity prior to World War I, as has been 
noted previously. The timing of the 
consummation of mergers may well co- 
incide very closely with favorable capital 
market conditions, but the reasons may 
be traceable to other considerations 
originating earlier, e.g., mergers organ- 
ized for antirecession motives or to in- 
sulate against an anticipated persistent 
decline in industry growth rate, which 


was characteristic of the two decades. 
preceding the 1899-1901 merger peak. 
Moreover, technological discoveries may 
lie dormant for years until a favorable 
conjuncture develops between product 
markets, capital markets, and general 


economic conditions. Since mergers are 


essentially a cyclical phenomenon, 
once the rate of merger activity in- 
creases the movement tends to feed on 
itself. This seems to be consistent with 
the conclusion that the capital markets _ 
play a major role in merger activity, but 
more as a catalyst than as a causal 
factor. "| 

Finally, Nelson’s observation that 
market control motives played “at least — 
a permissive role” in the 1895-1904 
merger wave seems unduly weak in 
view of his own estimates that two- 
thirds of firm disappearances and three- 
fourths to four-fifths of merger capital- 
izations were due to mergers that gained 
a leading position in the market. Nel- 
son points out the difficulty in measur- 
ing the market control motive, but 
nonetheless the market results of the 
mergers appear to warrant a stronger 
conclusion on the importance of market 
control motives. 

In summary, despite some inconsist- 
encies in interpretation and emphasis, 
Nelson’s study is a major addition to 
the quantative literature on mergers. 


Rosert F. LANZILLOTTI 
Washington State University 
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Pp. xv, 242. $3.00. 


United Nations, Department of Eco: 
nomic and Social Affairs. Statistica: 
Yearbook 1959. New York: Co, 
lumbia University Press, 1960. Pp) 
618. Cloth, $10.00; paper, $8.00. 


United Nations, Economic Commission 
for Asia and the Far East. Economic 
Survey of Asia and the Far East 
1959. New York: Columbia Uni- 
versity Press, 1960. Pp. ix; i163) 
$3.00. | 


United Nations, Economic Commission 
for Europe. Economic Survey oj 
Europe in 1959. New York: Co- 
lumbia University Press, 1960. Pp. 
xii, 368. $3.00. 


United Nations, Economic Commission 
for Europe. Long-Term Trends ana 
Problems of the European Steel In- 
dustry. New York: Columbia Uni- 
versity Press, 1960. Pp. x17 17@ 
$2.00. 


United Nations, Food and Agriculture 
Organization. Agricultural Credi 
in Economically Underdevelopec 
Countries. New York: Columbiz 
University Press, 1960. Pp. xv, 255 
$3.50. 


United States, Department of Labor 
Labor Supply and Mobility in « 
Newly Industrialized Area. Wash 


pectin a 


ington: 


fice, 1960. Pp. v, 47. 35 cents. 


United States, Department of the 

- Treasury. Statistics of Income 1957- 
98: Corporation Income Tax Re- 
turns. Washington: Government 
Printing Office, 1960. Pp. v, 212. 
$1.50. 


United States, Senate, Special Com- 
mittee on Unemployment Problems. 
The Impact of Unemployment in 
the 1958 Recession. Washington: 
Government Printing Office, 1960. 
Pos 73. 


United States, Senate, Special Com- 
mittee on Unemployment Problems. 
Too Old to Work —Too Young to 
Retire: A Case Study of a Perma- 
nent Plant Shutdown. Washington: 
Government Printing Office, 1960. 
Pp. 74. 


Von Mises, Ludwig. Epistemological 
Problems of Economics. Translated 
by George Reisman. Princeton: 
Van Nostrand, 1960. Pp. xxii, 239, 
$5.50. 


Government Printing Of-: 
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Wolf, Charles, Jr. Foreign Aid: Theory 
and Practice in Southern Asia. 
Princeton: Princeton University 


Press, 1960. Pp. xix, 442. $7.50. 


Employment and Conditions of Work 
of Nurses. Geneva: International 
Labor Office, 1960. Pp. vii, 176. 
$2.00. 


Industrial Production, 1959 Revision. 
Washington: Board of Governors 
of the Federal Reserve System, Divi- 
sion of Administrative Services, 


1960. Pp. vi, 229. $1.00. 


Job Evaluation. Geneva: International 
Labor Office, 1960. Pp: vit 146: 
$1.25. 


The Quality and Economic Significance 
of Anticipations Data. A Conference 
of the Universities-National Bureau 
Committee for Economic Research. 
Princeton: Princeton University 
Press for the National Bureau of 
Economic Research, 1960. Pp. xi, 
466. $9.00. 


CORRS 


BUREAU OF ECONOMIC AND 
BUSINESS RESEARCH 


The Bureau of Economic and Business Research, established in 1921, is 
the research department of the College of Commerce and Business Ad- 
ministration. Economic and business information, including material on 
tested business practices, is compiled by the Bureau and made available 
to Illinois businessmen and others interested in business and related prob- 
lems. Although the major part of its work deals especially with Illinois, 
the Bureau also engages in general economic research. 

Fields in which research is carried on include: accounting; market- 
ing; retail and wholesale trade; resources and industries; transportation, 
utilities, and communications; banking and private finance; public 
finance, governmental regulation, and public policy; international trade 
and finance; labor, public relations, and welfare; and general economic 
developments. 

The results of Bureau investigations are published in the form of 
research bulletins, business studies, and miscellaneous special bulletins. 
The following titles illustrate the scope of the Bureau’s publications. 


Bulletin 82, The Structure and Policy of Electronic Communications, 
by Datuas W. SmytHeE. ($1.50) 

Bulletin 83, The Effectiveness of Pharmaceutical Promotion, by 
Rosert FerBeR and Hucu G. Wates. ($2.00) 

Bulletin 84, Experience Rating in Unemployment Compensation, by 
CuInTON Spivey. ($1.50) 

Bulletin 85, Consumer-Product Rating Publications and Buying Be- 
havior, by Hucu W. Sarcent. ($1.50) 

Bulletin 86, Capacity Utilization and Business Investment, by Don- 
ALD C. STREEVER. ($1.50) 

The Railroad Shippers’ Forecasts, by RoperT FERBER. ($1.00) 

Employers’ Forecasts of Manpower Requirements: A Case Study, by 
Rosert Ferser. ($1.50) 

Changing Structure and Strategy in Marketing. Roperr V. 
MircHeE 1, Editor. ($1.50) 

Studies in Consumer Savings 1, Collecting Financial Data by Con- 
sumer Panel Techniques, by Ropert FerBer. ($2.50) 

The Bureau also publishes the Illinois Business Review, which pre- 
sents a monthly summary of business conditions for Illinois. 


“e 


